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We can provide financial plans and assist in 
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CHANGES IN OUR RELATIONS 
WITH SPANISH-AMERICA DURING THE LAST 
QUARTER CENTURY 


By FRANCIS R. HART 


E have begun to understand, 

\ somewhat grudgingly to be sure, 
that we are not the only Ameri- 

cans in what we can still appropriately 
call the New World. It is unfortunate 
that, of all the political entities in this 
New World, our federation of states is 
the only one without a name. Whatever 
caused this forgetfulness on the part of 
the founders of our Union, it bore cer- 
tainly no relation to the status of other 
colonies; it is likely that it was the un- 
conscious result of a state of mind which 
has from then on hurt this country in 
its relation with the rest of the Amer- 
icas. The existence of other and ear- 
lier colonial settlements and _ civiliza- 
tions on this continent was ignored. We 
have continued to ignore them, that is, 
as things to be taken into account. Our 
quiet and exclusive appropriation of the 
term American, or at least the realiz- 
ation of the spirit behind its appropri- 
ation, has contributed not a little to the 
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long aloofness of our Latin-American 
neighbors i in Central and South Amer- 
ica. This matter of name, however, 
must not be overemphasized; its im- 
portance rests solely on the fact that it 
has correctly labeled our attitude to- 
wards those states not included in our 
own Union. 

Various causes in the last twenty-five 
years have been effecting changes in 
our relations, both commercial and dip- 
lomatic, with the countries to the south 
of us. To some of these causes it is 
worth while to give serious thought. 


I 


Twenty-five to thirty years ago, the 
trade between the Americas was insig- 
nificant. Economically it was logical 
that trade should be active between the 
United States and neighboring Latin- 
American countries. They bought the 
kind of goods which we had for sale; 
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their products, the fruits, coffee, tobacco, 
dye-wood, cacao, coconuts, hides, rub- 
ber, were largely wanted by us and 
available to pay for their purchases 
from us. Why did not this exchange 
take place in larger measure? Why did 
Costa Rican and Colombian coffee go 
to Liverpool, Hamburg, and Bordeaux, 
whilst we bought coffee from Java 
and Rio? Why did they load ships at 
Cartagena with tobacco, hides, rubber, 
and ivory nuts for Europe, when other 
ships were loading hides in the Argen- 
tine and Australia for United States 
ports? To some extent the momentum 
of habit as to special qualities in raw 
materials played its part in the difh- 
culty of establishing reciprocal trade; 
but underlying everything were the 
causes which had been responsible for 
the aloofness of a century. 

In the United States the conscious- 
ness of a need to go beyond home mar- 
kets in any broad sense had not been felt 
except in certain trades. There was no 
national pressure for trade expansion. 
The needed instruments for such ex- 
pansion, large and powerful corpora- 
tions, did not exist. Sporadic individual 
efforts were powerless to turn the trade 
currents. Trade habits, like any other 
habits, are hard to change. Customs 
resemble vested interests, and are difhi- 
cult to dislodge. Our wish for closer 
relations with the Caribbean countries 
was, in consequence, limited to a rela- 
tively few industries and to those con- 
cerned in seagoing vessels, whether 
American bottoms or not. In this lat- 





1 Although to some extent in the various countries 
and in the United States import duties have affected 
trade relations, no discussion of the matter is in- 
cluded in this paper; trade with Central America 
and with South America north of the equator has 
been little affected by tariff considerations as a 
large part of the products of those countries is not 
produced in the United States nor in large enough 
quantities by its dependencies. 
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ter class, and keenly desirous to haye 
return cargoes, were the owners of 
steamships in the fruit trade, whose 
ships went southwards empty. On the 
part of the Latin-Americans there was 
little to create a wish for closer associa. 
tion with us; our language was differ. 
ent, and we made little effort to leary 
either their language or needs. We were 
peremptory as to credits, ignored im. 
portant details of their specifications as 
to packing, marking, and shipping, and 
were under no pains to acquire the in- 
formation needed to make a trial or. 
der grow into an important connection. 
Their commercial law, their common 
law, their business habits and standards 
were different. We had practically 
no branch banks or affiliates amongst 
them, and rarely advanced money on 
their crops unless, and then grudgingly, 
the goods were aboard ship and cov- 
ered by bills of lading. Regular sail- 
ings between our ports and theirs were 
at too long intervals and by slow ships 
making many stops and with poor ac- 
commodations for passengers. From 
New York to the ports of Colombia, 
our nearest South American neighbors, 
it regularly took seventeen days; the 
service was fortnightly and in British- 
owned ships. 

Our consular and diplomatic service 
at that time did little to help our rela- 
tions from any viewpoint. One of the 
present troubles is that appointments to 
Spanish America are looked upon either 
as stop-gaps or stepping-stones to places 
considered more desirable. At that 
time these appointments were almost in- 
variably rewards for political favors or 
made to remove an embarrassing polit'- 
cal competitor from the home field. We 
ignored these countries diplomatically 
just as we ignored them commercially, 
and, one might say in a broad interna- 
tional sense, socially. When we did con- 
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descend to look their way, we did it with 
, superior, if not truculent, air. 

On the other hand, England and the 
European countries had, and of course 
still have, an international conscious- 
ness; they know other peoples besides 
their own; they have studied intelli- 
gently their wants, laws, customs, and 
sensitiveness. England, Germany, 
France, and Italy, and about in the or- 
der named, furnished frequent regular 
sailings of large and comfortable ships. 
Members of firms, and not badly in- 
formed facetious “drummers,’’ visited 
the countries and made lasting friend- 
ships with the merchants and govern- 
ment officers. Loans, particularly by 
English and German houses, were made 
on growing crops. Those merchants 
and bankers realized the fact that the 
credit of the long established local 
houses, although slow, was fundamen- 
tally sound, and gave enough time for 
the payment of goods to cover the 
great length of time required for dis- 
tribution to local dealers in those coun- 
tries burdened with primitive methods 
of conveyance. They showed their ap- 
preciation of the fine qualities of Span- 
ish civilization and culture, and were 
silent on its demerits. They were what 
the Spanish call simpatica, a word for 
which there is no exact English equiva- 
lent. 

Englishmen went to Latin-America 
for a career; Germans went to stay per- 
manently, mingle with, and perhaps 
marry native Spanish-Americans. Our 
people went there either because they 
had failed elsewhere or because they 
hoped to make a fortune in a few years 
and return home. 


II 


Now what are the changes that have 
taken place during the first quarter of 


this century, and what has caused them? 

The great industrial development in 
the United States in the last three dec- 
ades, accelerated by the war, resulted 
in a surplus of many manufactured, as 
well as agricultural, products. This 
has resulted in a pressure for outside 
markets. The formation by growth or 
consolidation of great corporations has 
given a large portion of the industries 
a vehicle for intelligent expression. Co- 
incident with, and chiefly caused by, our 
increased industrial importance, our 
banking resources have grown enor- 
mously; we have become a creditor in- 
stead of a debtor nation, and the ma- 
chinery of banking of necessity has 
stretched its antennae beyond our bound- 
aries. The United States became con- 
scious of its need for the markets of 
Central and South America. 

Lack of communication is a bar to 
understanding and friendship. Na- 
tionally it breeds political discontent 
and revolutions. Internationally it for- 
bids comity and the commercial results 
which follow comity. Through causes 
not connected with the pressure for 
southern markets, lines of communica- 
tion between many of these Spanish- 
American countries and United States 
ports had been developing before the 
war. The rapidly increasing fleets in 
the fruit trade, the activity caused by 
the building and opening of the Panama 
Canal, and the increased demand of the 
growing population of the United 
States for the raw materials of the 
tropics, had opened the travel routes 
not only between these Caribbean coun- 
tries and our ports but also between 
each other. Communication within 
these countries both by rail, telegraph, 
telephone, and roads had greatly im- 
proved, giving impetus to their own eco- 
nomic and political development and 
security. The countries of South and 
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Central America generally, and particu- 
larly those nearer to the United States, 
are devoted almost exclusively to agri- 
culture and mining. Except to the extent 
that raw products require treatment be- 
fore shipment (as, for example, the 
preparation of raw sugar) manufactur- 
ing is still relatively unimportant even in 
those which are most advanced. 

A natural and certain effect of the 
steady increase in American undertak- 
ings in Latin-America, although having 
the prime motive of obtaining the prod- 
ucts of plantations or mines, was to in- 
troduce slowly implements and goods 
manufactured in the United States. The 
building of the Canal was in effect a 
great exhibition of our goods and con- 
structive capacity. Railroads built by 
our people were unconscious advance 
agents of our manufacturers. Do not 
let it be understood, however, that the 
unpremeditated propaganda wa$ wholly 
salutary. The influence of all of the 
“Americans” who were attracted by 
these awakening countries was not help- 
ful to good relations. Unscrupulous 
concession-hunters, to whom reference 
will be made again, did much to dis- 
credit this nation. Beachcombers and 
riffraff of all kinds followed perhaps 
not the flag but the pay wagon. The 
Panama Canal was itself a double- 
edged knife; the magnificence of the re- 
sult and the high character of many of 
the engineers and doctors were evidence 
of our stability and power, but the use 
of the “Big Stick” in the acquisition of 
the Canal Zone cast an ominous shadow 
over our honesty of purpose. 

We found then, when the war threw 
opportunity in our way, changed condi- 
tions. We were alive to our need of 
Latin-America and they were already 
less distant from us than they had been 
in terms of both communications and 
acquaintanceship. 
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The effect of the war on world trad 
and shipping is too well known and yp. 
derstood to require extended comment, 
Except for foods and a few especially 
needed war supplies, the European mar. 
kets were nearly closed to the Spanish. 
American countries; the supply of 
manufactured goods ordinarily sent 
from Europe in exchange was suddenly 
shut off; in particular, both the trade 
in commodities and the advances of 
money from Germany ceased instantly; 
direct passenger travel was uncertain 
and dangerous except with the United 
States. The unprecedented suddenness 
of the changes from the normal in trade 
routes and banking accommodation 
brought Latin-America into close rela. 
tions with our merchants and bankers. 
Our southern neighbors found them- 
selves, willy nilly, as anxious for our 
markets as we had discovered already 
that we were for theirs. An old-fash- 
ioned and highly recommended way to 
teach a child to swim was to throw 
the child into the water beyond his 
depth and let him, through fear and 
experience, learn the art. It was a simi- 
lar experience that gave Latin-America are 
and the United States their real intro- apt 
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duction to each other. The ice which ad\ 
even the warmth of the tropics had of 
been powerless to melt thawed sufi- equ 
ciently to make the channels navigable. lon 


With the details of the growth of ha 
our commercial and financial relations bui 
with these countries we are not now con- 
cerned,” but certain phases of the prob- 
lems which these relations have made 
important should be examined. 

It is desirable, first, to consider what 
are the characteristics of the countries 





2 Some comparative figures are given at the end 
of this article. 




















































and peoples in these other, these Latin- 
American, areas of the Americas. 

In the aggregate the area of these 
countries is large; their potential wealth 
both in agriculture and mines is enor- 
mous. The realization of this wealth 
needs both capital and population; their 
vast acres are thinly settled, chiefly by 
mild mannered and ignorant Indians, 
whose purchasing power is small. 

In the few large cities of each coun- 
try the standard of living is similar to 
our own; the education and cultural 
standards of the older Latin-American 
families are equal to that of cultivated 
people anywhere in the world. Their 
knowledge of the history and literature 
of not only their own race but of other 
countries is superior to that of people 
of similar station in this country. A 


a deterrent in their intellectual growth 
than it is with us. A large proportion 
of educated Latin-Americans read and 
speak English and French and will gen- 
erally be found to have a greater knowl- 
edge of world history and the literary 
classics than have our people who either 
in trade or diplomacy visit them. In the 
essentially practical things of life they 
are, however, less well equipped. In 
applied engineering and economics the 
advance guard of our northern invasion 
of their countries has been better 
equipped. A former president of Co- 
lombia once said to the author, “We 
have too many poets and too few road 
builders.” 

An illiterate population, thinly dis- 
tributed, is not a large consumer of 
manufactured products; the wants of 
the Indian are few; he has no wish, un- 
like the Jamaica blacks who abound on 
the Caribbean littoral, to ape the more 
sophisticated of his countrymen; the de- 
sire for shoes, stockings and fine clothes 
does not tempt him, or even her, to work 
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difference in language has been less of. 
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more than the traditional minimum fixed 
by primary needs. 

To some extent manufacturing has a 
foothold, but scarcely more; the first 
step has been a short one, and condi- 
tions are such that it can safely be as- 
sumed that it will be many years before 
these steps become strides comparable 
with the industrial development of the 
northern peoples in well populated tem- 
perate regions. In our consideration of 
the speed in which development can take 
place in these countries, we must take 
into account the temperament of the 
people and the climate. An amiable 
but unambitious peasantry controlled by 
men who, however cultivated, are by 
inheritance and training not of the 
“hustling” kind, will not react instantly 
to the stimulus of new railways, roads, 
and banks. The enormous areas made 
cultivable by extended railway sys- 
tems, and put within the reach of new 
markets by more than ample steamship 
schedules, will not be made productive 
with a speed comparable to our western 
states. 

It is, however, upon this development 
that we must depend fundamentally for 
the broadening of our own export mar- 
ket on this continent. 

Acceleration is being given and will 
be given by undertakings promoted and 
owned in the United States for engi- 
neering, mining, and agricultural opera- 
tions in these countries. The building 
of railways and public works requires 
our materials; the supplies for the 
mines, which include, of course, the driv- 
ing of oil wells and the building of pipe 
lines, give business to our factories; the 
transportation of these goods help load 
our ships. Not wholly, but to some ex- 
tent, this is a temporary, perhaps a lit- 
tle feverish, activity, although certainly 
it is preparing the ground for an inti- 
mate permanent trade. 
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Now, what are the difficulties which 
may hamper the steady and profitable 
development of these. commercial rela- 
tions which are mutually desirable and 
mutually so desired? 


First, as to the United States: 


1. On our part we need to over- 
come our fear as to the instability of a 
few of the governments; or, at least, 
to learn to discriminate between those 
concerning which there may be reasons 
for fear and those which have become 
relatively stable. The more responsible 
position the Latin-American countries 
have attained, and their increased dig- 
nity in the family of nations, have made 
the investment of foreign capital with- 
in their boundaries much safer than 
those persons with little knowledge of 
these countries realize. 

2. Our people have had little ex- 
perience in foreign trade. We do not 
adapt our minds easily to the point of 
view of the cther man. We have not 
learned to think internationally; we 
have the urge to sell but do not realize 
the correlative necessity to buy. The 
urge itself comes upon each industry in- 
termittently; we wish to get into the 
foreign market when our home demand 
is satiated, and get out when it suits 
us. We have not learned the value of 
continued foreign trade relationships 
endured with mutual good-will during 
times of fullness and of trouble. 

3. We fear the foreign policy of 
our own Government; in fact, we are 
uncertain what it is. Each succeeding 
administration has had a new, or at 
least different, policy from the preceding 
one. We recall the “Big Stick” of 
Roosevelt and the Saratoga speech of 
Wilson. We have been on somewhat 
uncertain ground between the two. 
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4. We fear our own laws, and are 2. 
not sure that we know just what they 
mean in respect to foreign trade. The 
obtaining and holding of a foreign mar. 
ket for the products of many industries 
often require a cooperative effort and 
understanding between manufacturers, 
without which European competition 
might not be successfully overcome. We 
do not know to what extent this same 
cooperation, when applied to the prob- near 
lems of importation and ocean trans- man 
portation, are in violation of our na- 3 
tional laws and policy. them 

5. We realize, but do not attempt latio 
adequately to overcome, the handicap cases 
of our ignorance of the needs, laws, cus- met 
toms, and credit of our Latin-American aloo 
customers. appe 
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On the part of Latin-America: 


1. There is a very general fear of 
what they believe to be the imperialistic 
policy of the United States. They are 
not sure that we are to be trusted. Does 
our release of Cuba or the Panama epi- 
sode correctly reflect our aspirations? 
Are we sincere protectors of the weak, 
or are we hypocrites? Which of these 
did the conquest of Texas illustrate? 
Are we sincere in our protestations in 
respect to Haiti and Nicaragua, or have 
we a deeply hidden policy? If we are 
as honestly desirous to help the Latin- 
American countries as we profess, why 
did we, during and after the war, adopt 
a hypocritical policy towards the actual 
Costa Rican Government? Does the 
Monroe Doctrine mean to us that Ev- 
rope must keep out, but that we may 
step in? Or does it mean, as they be- 
lieve it should, that the states of Amer- 
ica, inter alia, shall respect as inviolable 
the territory of each other? They know 
what we say, but are still uncertain as 
to what are our intentions. 








>. The introduction of American cap- 
‘tal in a large way for great commer- 
cial developments in the way of trans- 
portation, oil, and farming hurts their 
pride. They welcome the benefits, but, 
regretting their own insufficiency, they 
resent the invasion from outside. Par- 
ticularly is this so in regard to capital 
from the United States as its possible 
corollary, official intervention, is a 
nearer danger than with British or Ger- 
man undertakings. 

3. Their past experiences make 
them doubt the continuity of trade re- 
lations established with us. In many 
cases the responsible principals have not 
met and become acquainted. The old 
aloofness, although on the road to dis- 
appear, has not wholly gone. 

4. There is not yet the full correla- 
tion as between the three chief factors 
of international trade relations; export- 
ing, importing, and banking. 

5. Our assumption of what we are 
pleased to call the part of a “Big 
Brother” has a quality of condescension 
which is galling to the pride of peoples 
who value their own culture beyond 
ours, and whose colonial beginnings on 
this Continent antedate ours by a cen- 
tury. 


V 


You will have observed that none of 
these difficulties on either side are in- 
superable. If difficulties are known and 
can be appraised, they generally can be 
overcome. In this case the need and 
the wish to overcome them is mutual. 
Honesty of purpose, truthfulness, pa- 
tience, and a better knowledge of each 
other will be needed by all the countries 
concerned. This is not the place for 
suggestions to our Latin - American 
friends as to what they on their part 
need todo. We may, however, venture 
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to suggest a few things which we in the 
United States must do if we wish to 
keep and enlarge our participation in 
this great, and potentially greater, cir- 
cle of trade relationships of the three 
Americas. 

First, is the matter of language; to 
insist that a man with whom you wish 
to do business should learn your lan- 
guage is to start with an assumption of 
superiority which bodes ill for a con- 
tented reciprocal understanding. This 
is of even greater importance when, as 
in our case, we have already erred on 
the side of condescension. 

We are improving in this respect, but 
have a long road to travel. Agents, 
even if not their principals, now gen- 
erally have some knowledge of Spanish; 
and the consular and diplomatic service 
is not wholly made up, as it used to be, 
of men who speak English only and that 
not too well. Many highly satisfactory 
and intimate direct trade connections 
have been made between firms of small 
and moderate size which are already 
contributing to a better mutual under- 
standing. 

Now as to this fear of imperialism, 
a fear which for a time gave anxiety to 
many of us here as well as to our neigh- 
bors. There should be no such fear, 
and we must so act that the fact that we 
have no desire for, or faith in, such a 
policy will be self-evident. Our faith 
must be expressed in behavior, not in 
words. Pan-American conferences are 
helpful gestures, but in reality scratch 
the surface only. An imperialistic pol- 
icy in this century is justified only to 
such extent as our national security from 
a military point of view requires. Our 





3 The new consolidated Diplomatic and Consular 
Service, with its “career men,” admitted after the 
most rigid examination only, and especially selected 
for their ultimate fitness, should in time show good 
results. 
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necessities in this respect have been fully 
satisfied. As a matter of trade, impe- 
rialism is a failure. We must acknowl- 
edge to ourselves and convince others 
that as an economic policy it is value- 
less. 

Trade follows not the flag but the 
lines of economic pressure, with only 
slight diversions due to racial sympa- 
thies and contacts. If these facts are 
fully realized and acknowledged by us 
to ourselves and made a part of our 
political creed, we may hope that the 
fears of the peoples of Latin-America 
will be stilled; not because our states- 
men make speeches but because our 
neighbors individually will realize that 
self-interest will keep us away from a 
policy of unprofitable conquest. 

They will realize that we know that 
international trade today is the result 
not of the march of armies but of the 
march of intelligent business men whose 
fortunes depend on the maintenance of 
international good-will. 

We can sympathize with our south- 
ern friends in their feeling of resent- 
ment that foreign capital is undertak- 
ing those great adventures which they 
themselves feel should more appropri- 
ately be done by themselves. We here 
in the United States had a comparable 
experience in our own development. 
Had it not been for the millions of dol- 
lars flowing into this country from Eng- 
land and Scotland, also from Holland, 
and to a lesser degree from France, our 
western railway and industrial develop- 
ment would have been a generation or 
longer delayed. The time is within the 
memory of many of us when the finan- 
cial policies and often the managing 
personnel of some of our largest rail- 
way systems were heavily influenced 
by suggestions from London. It is no 
disgrace to attract wealth for invest- 
ment. Cooperation is not subordina- 
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tion. Let our neighbors observe how 
greatly we have benefited by the influx 
of outside capital. 

We must overcome the belief so long 
held in the United States that these 
countries are areas for our exploita. 
tion. If we had been intelligent and 
farsighted, that exploitation era would 
never have been. It left behind a trail 
of unfulfilled promises, of abandoned 
or unused ‘‘concessions” and tales, too 
many of which were true, of revolting 
bribery, and political chicanery. This 
era of unscrupulous exploitation left be- 
hind, too, the fear of diplomatic inter. 
vention as one of the results of disputes 
with reckless concessionaires. In this 
regard both our great corporations and 
our government can, by their behavior, 
create a new and more friendly feeling. 
With, of course, some notable excep- 
tions, diplomatic intervention on the 
part of the United States has been the 
result of original sins on both sides. Un- 
fair concessions or contracts obtained 
either by corrupt means or from an ob- 
viously unstable government created 
situations where legal and moral issues 
were unhappily opposed. 
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A period of some industrial and com- 
mercial development has now arrived. 
The countries themselves, with a few 
exceptions, have better governments, 
and the barter of concessions for the 
private benefit of officials has largely 
disappeared. Strong corporations un- 
der wise and honest leadership are con- 
scious that their relations with these 
countries must be profitable for the 
countries as well as to themselves. 

Wickedly exclusive monopolies are 
no longer demanded or given. Conces- 
sions conveying unjust monopolies are 
no longer sold or granted; but reason- 





10W 
flux 


ong 
ese 
ita- 
ind 
uld 
rail 
1ed 
(00 
ing 
his 
be- 
er- 
tes 


his 





able contracts giving rights for the 
proper and orderly development of the 
natural resources and communications 
are granted exactly as comparable privi- 
leges are conveyed by states and cities 
inthe United States. Both we and they, 
however, have a past to “live down” 
before the bogey of intervention is, or 
actually can be, buzied. 

One thing our United States mer- 
chants and bankers should remember— 
their companies must have men of 
higher character and efficiency, man for 
man, and job for job, than would be 
needed in this country. Managers have 
got to think in broader terms and along 
less well beaten tracks; above all the 
qualities of honesty, patience, and cour- 
tesy are required. 

The need of superior men must be 
realized, too, by our State Department. 
Too often, in fact, it must be considered 
almost a general rule, appointments to 
important positions in Central and 
South America have been regarded sim- 
ply as necessary but otherwise purpose- 
less steps to promotion to an European 
post. It is not an exaggeration to state 
that with the exception of appointments 
to perhaps three European countries, 
those to South and Central America to- 
day are the most important for this 
country to have filled competently; and 
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the qualifications are to some extent spe- 
cial rather than general. 

We have, as has been indicated, a 
past to live down as well as a future to 
build up in our relations with Latin- 
America. In our legations there is no 
place for small men. 

One more word in closing; we are a 
bit like a family in which has been intro- 
duced by marriage a group of new rela- 
tions-in-law. We have to learn each 
other’s ways of thought, habits, and 
hopes, even our varying superstitions. 
This process cannot be the work of a 
moment. The faculty of understanding 
and making friends outside of our im- 
mediate racial associates was not born 
inus. Asa nation we must learn it. We 
must rise above our self-complacency. 
We must educate more of our young 
men to think in terms of the Americas 
instead of in those of one America. 

Much of the future of the world is 
now hidden in its unexplored and unset- 
tled regions; an enormous proportion of 
these areas is contained on this western 
hemisphere. Many of the problems 
and fortunes of the future will be the 
joint heritage of the peoples of the 
Americas from Hudson Bay to the 
Straits of Magellan. 

It behooves them to put their houses 
in order and to be friends. 

















AN ANALYSIS OF THE CAUSES AND RESULTs 
OF HAND-TO-MOUTH BUYING 


By FRED E. CLARK 


AND-TO-MOUTH buying has 
increased rapidly because of the 
impetus given by certain de- 

velopments of postwar years. These 
developments fall into two categories: 
those which may be looked upon as 
causes of the recent rapid growth of 
hand-to-mouth buying, and those which 
may be looked upon as conditions that 
have made it possible or at least 
smoothed the way. 


I 


The most outstanding cause has been 
the fear of falling prices which de- 
veloped in 1920 and 1921. In these 
years many firms were possessed of ab- 
normally large inventories at a time of 
falling prices and declining demand. 
With this experience still fresh in mind 
and with a continuing tendency toward 
gradually declining prices, there de- 
veloped a fear of speculative buying and 
a spirit of extreme caution, and hence 
a tendency to buy in small lots. 

The second immediate cause has been 
an increased fear of changes in styles 
or design. Two different types of change 
bear on this problem. First are what 
may be called basic changes. The intro- 
duction of oil burners, electric refriger- 
ators, and radios serves to illustrate. 





1It is generally agreed that the term hand-to- 
mouth buying is unfortunate in its implications. 
What is commonly meant when this phrase is used 
in connection with the purchases of producers and 
distributors is well expressed in the following quo- 
tation. “ ... . controlled buying, buying according 


to need, buying according to the doctrine of maxi- 


One may consider buying an oil burner, 
but the purchase may be deferred be. 
cause he believes there will be rapid im. 
provements in the next year or two, or 
because he is told that a new gas burner, 
reported to be far superior, and perhaps 
cheaper to operate than oil burners, is 
about to be announced. Or turn to the 
equipment field. Machine tools are being 
rapidly improved, so rapidly that some 
manufacturers hesitate to buy them lest 
they become obsolete soon after they 
are installed. This fear that basic style 
changes are to be introduced, as well as 
fear of the altered conditions which 
may result from such changes, has in- 
creased the tendency to buy only as im- 
mediate requirements dictate. 

The second type of style problem is 
due to the familiar seasonal style 
changes in consumption goods.? Where 
seasonal styles prevail, the time preced- 
ing the season is a waiting period. The 
manufacturer does not know what to 
make and the dealer does not know 
what to buy, because neither knows what 
will become the vogue with consumers 
in the coming season. 

A third cause for the recent develop- 
ment of hand-to-mouth buying may be 
called the “education of business men.” 
This term is used to include both formal 
education and education from the ex- 





mum use.” Wheeler Sammons, in Hand-to-Mouth 
Buying, published by the Metropolitan Life Insur- 
ance Company (1927), p. 101. . 

2 Basic style changes are also important with 
seasonal style goods. Note, for example, the grow- 
ing use of color in clothing, house furnishings, and 
automobile bodies. 


perie! 
as fre 
to st 
ally, 

throu 


men. 
Or 
this 
recog 
stock 
been 
ture! 
tance 
supp 
incre 
syste 
invel 
and 
“mo 
men 
tion: 
buyi 
bot! 
esse 
pure 
pres 
mer 


hav 
ent 
mo 
tior 
any 
plu 
tior 
abr 
city 
lar 
hay 


wil 


inc! 
sto! 
is ¢ 
tha 








rs 


rner, 


1 im- 
), Or 
ner, 
haps 
8, is 
the 
eing 
ome 
lest 


ere 
-ed- 
The 

to 
OW 


hat 
ers 
op- 

” 


nal 
ex: 


yuth 


vith 


and 





periences of the last eight years, as well 
as from the endeavors of business men 
to study business problems—individu- 
ally, through their associations, _and 
through conference with other business 
men. 

One of the most important results of 
this educational trend is the growing 
recognition of the importance of rapid 
stock-turn,® and great pressure has also 
been brought to bear on the manufac- 
turer to make him realize the impor- 
tance of careful control of materials, 
supplies, and of finished stock. The 
increased use of adequate accounting 
systems, the development of the retail 
inventory system, unit control systems, 
and the collateral results of certain 
“movements” such as scientific manage- 
ment, “efficiency,” and trade associa- 
tions, have tended toward more careful 
buying, and consequently have served 
both as causes for, and as conditions 
essential to, the more careful control of 
purchases which is fundamental to the 
present hand-to-mouth buying move- 
ment. 


II 


One of two major conditions which 
have made possible the present appar- 
ently excessive development in hand-to- 
mouth buying is the surplus of produc- 
tion facilities. The normal situation in 
any competitive industry is one of sur- 
plus plant capacity. But the war situa- 
tion and the postwar boom caused an 
abnormal development of plant capa- 
city. In the last few years, consequently, 
large commitments on the buyer’s part 
have been unnecessary. In other words, 
with the great increase of producing 





_ *Hand-to-mouth buying does not appear to have 
increased the average stock-turn of department 
stores, but “The investment in merchandise . . . . 
is covering a much larger number of items than 
that of previous years, and, therefore, when you 
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power, there has developed a “buyer's 
market.” 

Of perhaps equal importance with in- 
creased production facilities is improved 
transportation and communication. With 
quicker deliveries, the size of orders can 
be cut down. The marked improvement 
in railroad service in the last five years 
has decreased the time required for 
delivery, and has largely removed the 
former uncertainty as to whether goods 
would be delivered within the expected 
time. And parallel with this improve- 
ment in railroad service has gone the 
rapid expansion of good roads, the use 
of the motor truck, and now, the air- 
plane. Rapid delivery in small lots or 
large seems assured for years to come. 

Rapid communication by means of 
telegraph, telephone, the mails, and the 
radio has also become a permanent 
factor in speeding up the delivery of 
goods. 

Of these two conditions improved 
transportation and communication may 
be considered as permanent factors; but 
the present surplus of plant capacity 
seems likely to return, and in some lines 
has perhaps already returned to a more 
usual or normal relation. 


II 


So much for the causes and conditions 
responsible for hand-to-mouth buying. 
Of as great importance and of more im- 
mediate interest are the results, present 
and prospective. 

It should be stated before proceeding 
that much of the discussion here and 
elsewhere is based on a priori reasoning 
and at best on isolated facts. Before a 





take turnover of items into consideration, probably 
the turnover is much more rapid at present than, 
say, five years ago.” W. A. Wieboldt, in Hand-to- 
Mouth Buying, published by the Metropolitan Life 
Insurance Company (.927), p. 106. 
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judgment can be finally drawn, more 
facts must be collected on which anal- 
yses can be based. And when such facts 
become available their analysis is likely 
to lead to conclusions which vary with 
types of industry and with different mer- 
chandising conditions. In the tentative 
conclusions drawn here some of these 
variations in probable results are in- 
dicated. 

The first and most obvious result has 
been the decline of speculative buying. 
With declining prices, the incentive for 
speculative buying is absent. There can 
be no doubt that the clear memory of 
1921, coupled with the ease with which 
sellers can be found who are ready and 
eager to fill orders, has carried this ten- 
dency to an extreme which will not be 
permanent. But the tendency gives 
every promise of relative permanence, 
even though the degree may vary from 
time to time. This is because, (1) even 
if a change should come from a “‘buyer’s 
market”’ to a “‘seller’s market,” the les- 
sons of 1921 are not likely to be for- 
gotten by this generation of business 
men. Moreover, (2) the increased 
knowledge of the need for careful stock 
control, together with (3) improved 
transportation, has reduced the demand 
as well as the need for large stocks. 
The last two conditions, at least, seem 
permanent. 

In the second place, manufacturers 
and wholesalers, but particularly manu- 
facturers, have been forced to carry 
relatively larger stocks of finished goods 
and goods in process, and to develop 
facilities for making rapid deliveries. 
And when goods cannot be produced for 
stock, raw materials must be carried, if 
quick deliveries are to be made. This is 
the situation in special-order industries, 
such as the steel trade and heavy ma- 
chinery. Even when goods are so stand- 
ardized that they ean be produced in 


anticipation of demand, some one must 
carry stocks of finished goods. And so 
long as buyers fear large stocks and 
manufacturers are competing for busi. 
ness, it is not hard to determine who 
must carry the stocks, and who will plan 
methods for raipd delivery from these 
stocks. 

In the third place, the burden of 
financing the holding of stocks has been 
shifted along with the storage of the 
stocks themselves. In lines where large 
manufacturers are found it is probable 
that they are better able to bear the 
financial burden of holding stocks than 
are the dealers. To some extent this 
tendency may also shift business from 
outlying banks which are in a better 
position to finance large manufacturers. 

In the fourth place, the burden of 
forecasting demand and sstyle shifts 
more definitely to the manufacturer 
when hand-to-mouth buying prevails in 
an industry. The large manufacturer is 
in a better position to forecast demand 
and style changes than is the ordinary 
dealer. Through his sales organization 
and through his order department he 
has wide contact with many markets, 
and he can employ skilled help in fore- 
casting style and volume.‘ To some 
extent, however, this shifting of the 
forecasting of demand and the burden 
of financing stocks is really only another 
way of carrying burdens which manv- 
facturers have always borne in con- 
siderable measure. I refer to the can- 
cellation of orders and the return of 
merchandise when the styles bought 
prove wrong, or when the quantities 
bought are too great. Not only do 
dealers frequently cancel orders or re- 
turn goods, but they are often unable 





*The greater rigidity of his organization may, 
however, make it more difficult to conform quickly, 
which is an important reason for the prevalence of 
many small manufacturers in extreme style lines. 
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to pay, even if they keep the goods. 
Moreover, particularly in the case of 
well-known branded merchandise, when 
dealers are forced to accept merchandise 
which does not sell readily, it commonly 
results in dumping stocks at cut prices 
and in the loss of dealer good-will 
which it may take years to regain. 


IV 


Perhaps the result of greatest iriterest 
is the effect on prices, an effect depend- 
ent on changes in costs of production 
and costs of distribution. 

The ultimate effects on costs of pro- 
duction will vary from industry to in- 
dustry. They will depend on such fac- 
tors as the size of orders in relation to 
the most economical runs, the necessity 
for changing plans from day to day as 
new orders arrive, and the extent to 
which the product of a factory is so 
standardized that it can safely produce 
for stock.® Hand-to-mouth buying has 
introduced into many lines the necessity 
for sending small lots through the plant. 
Moreover, less time is available in which 
to plan production so as to achieve the 
greatest economies in operation. It is 
evident that where orders are as large 
as is necessary to obtain the most eco- 
nomical production, there will be no 
effect on production costs. It is more 
likely, however, particularly in the case 
of orders requiring special machine ad- 
justment, special materials, or some 
other adjustment from standard runs, 
that the size of orders may not be large 
enough to secure the most economical 


_ Compare, for example, the steel industry with 
the manufacture of a branded soap or even with 
branded hosiery. See Hand-to-Mouth Buying, pub- 
lished by the Metropolitan Life Insurance Company 
(1927), pp. 37 and 161, 

“ This seems to be true in the steel industry. See 
W alter C. Carroll, “Evils in Hand-to-Mouth Buy- 
ing,” Iron Trade Review, February 17, 1927, p. 460. 
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production.* On the other hand, where 
the factory produces standardized ar- 
ticles, such as many branded, nationally 
advertised products, the total volume of 
orders to be received from day to day 
can often be anticipated with consider- . 
able accuracy, and the size of individual 
orders need not affect the size of factory 
runs nor the work of the planning de- 
partment. It is even possible, through 
removing the former peaks and depres- 
sions in demand, that production can be 
carried on more uniformly and more 
economically than heretofore. 

In the case of basic production goods 
and supplies, such as lumber, construc- 
tion steel, and hardware, the develop- . 
ment of hand-to-mouth buying is likely 
to tend toward greater simplification 
and standardization. The style element 
is not present in any great degree, and, 
as a consequence, both manufacturer 
and buyer are interested in the results 
of simplification and standardization. 
The manufacturer wants to be able to 
produce for stock, and the more demand 
is simplified and standardized, the more 
that becomes possible. The buyer wants 
to be sure of deliveries, and if goods are 
simplified and standardized so that the 
manufacturer can produce for stock, he 
is more certain to obtain deliveries. 
Both manufacturer and buyer are inter- 
ested in the lower costs which may re- 
sult. 

It is hard to predict the effect of 
hand-to-mouth buying on simplification 
and standardization in style lines. But 
it is interesting to bear in mind that a 
great increase in style movements has 
been going on contemporaneously with 
the growth of the movement for stand- 
ardization and simplification. One hosi- 
ery manufacturer, for example, declares 
his company has increased its line from 
480 to 6,006 items, and a large automo- 
bile company advertises, “50 body types 
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and 500 color combinations.” But this 
extreme style movement is found pri- 
marily in the production of consumers’ 
goods, whereas the simplification move- 
ment is found in the production of ma- 
terials, supplies, and equipment. 

Hand-to-mouth buying affects the cost 
of distribution at many points. When 
products are shipped more cheaply in 
quantities but are purchased by manu- 
facturers or retailers in small lots on a 
hand-to-mouth basis, supply depots are 
necessary, and where orders are small 
and frequent, this strengthens the posi- 
tion of the local jobber. This naturally 
leads to jobber and supply-house stocks. 
Where competition among manufac- 
tuers is keen, however, they have been 
forced to warehouse their own goods in 
order to make quick deliveries to job- 
bers. When this is true, jobbers tend 
to carry smaller and smaller stocks. The 
growth in public warehouses has has- 
tened this movement. In style lines the 
wholesaler’s position has long been 
weak, and hand-to-mouth buying will 
have no tendency to strengthen his 
position. 

The effects of hand-to-mouth buying 
on other costs of marketing are even 
more difficult to anticipate, although it 
seems likely that the immediate result 
has been to increase them. Among the 
causes of increased cost are delivery in 
small lots, which involves increased costs 
of transportation, of selling, of deter- 
mining credits, and of handling orders. 
Here, as in the case of production costs, 
is an elemtnt which will vary from in- 
dustry to industry, and change from 
time to time.” It seems at first glance, 
for example, that there will be a decline 
in car-lot shipments with a correspond- 
ing increase in less-than-car-lot. But the 
use of factory branches and public ware- 
houses by manufacturers may conceiv- 
ably increase the use of car-lot shipments 


in certain areas and in lines in which few 
wholesalers or retailers have Previously 
purchased car lots. And a combination 
of this condition with the use of motor 
trucks may conceivably cause a decline in 
total transportation costs. Where this 
is true, the effect on costs of physical 
distribution would be largely determined 
by the relative costs of storing in 
branches or warehouses compared with 
costs of storing by jobbers or retailers, 
It seems more likely, however, that costs 
of transportation, as well as costs of 
storage, will be increased, the former 
because of smaller shipments, and the 
latter because of the duplication of stor. 
age equipment which results when manu- 
facturers rather than jobbers store a 
product. With regard to storage costs, 
however, few facts are available for 
generalization. And over against the 
argument that manufacturers’ branches 
duplicate storage equipment is the argu- 
ment that one branch or one warehouse 
stock may be substituted for several 
jobbers’ stocks, and so be made to con- 
form more closely to the total territorial 
demand. Moreover, some of the in- 
creased costs of hand-to-mouth buying 
which may result from small orders as 
they affect transportation and storage 
may well be offset in part by the prob- 
able decline in total investment in inven- 
tories all along the line. At least the 
risk of heavy inventory losses in times 
of falling prices and cessation of orders 
is greatly reduced. 

Finally, salesmen are likely to make 
more calls and to take smaller orders. 
It takes as much clerical work to handle 
gross lots as it does to handle car lots, 





TSpace does not permit the quotation of figures 
on this point, but trade literature and other dis 
cussions cite many examples of declines in the size 
of average orders. 


8 Individual firms have such figures, but they re 
not available. 
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as much to ship a case as it does to ship 
a dozen. Credits must be checked for 
each order, bills made out, and any 
other clerical details attended to. In 
this connection, one manufacturer re- 
ports that the decrease in the size of 
single orders has made it necessary to 
increase his office force 70%.° 

If we assume that costs have been 
increased, then what? In so far as style 
goods are concerned, hand-to-mouth 
buying may well keep on even if costs 
are high. But in the case of staples, the 
pendulum will swing back in those in- 
dustries where costs increase, or stand- 
ards will be adopted which will enable 
manufacturers to produce for stock, be- 
cause it is in such industries that cost 
and quality are the fundamentals of 
competition. 


V 


One final result will be discussed. 
There seems to be rather general agree- 
ment that hand-to-mouth buying tends 
toward fewer peaks in production and 
toward a greater degree of stability in 
the industrial field. 

In staple lines it seems clear that or- 
dering for current needs will tend to 
correct the evils of excessive orders and 
excessive stocks which are commonly 
found near the peak of a rising market. 
These conditions have been of frequent 
occurrence in previous periods of pros- 
perity and have caused much trouble 
when the bubble finally burst. This effect 
is surely stabilizing, although one may 
well question the extent to which the 
lessons of the past will be remembered 
should we enter a period of great in- 
dustrial expansion accompanied by ris- 
ing prices, 

The argument that hand-to-mouth 
buying causes a greater degree of stabil- 





; "Metropolitan Life Insurance Company, op. cit., 
- IOI, 


ization in business runs about as follows: 
Consumer purchases seldom fall off in 
periods of depression to the same extent 
that sales in the wholesale and supply 
field decline; neither do retail prices 
drop so precipitately. Since all produc- 
tion in the end is guided by and is de- 
pendent upon consumer demand, it is 
evident that hand-to-mouth buying, with 
purchases all along the line determined 
by consumer demand, will lead to stabil- 
ity and tend to minimize the extremes of 
fluctuation in prices and demand in the 
wholesale and supply markets. In fact, 
to the extent that minimum standards 
of living become fixed, it is evident that 
consumer purchases of products regu- 
larly consumed tend to continue at near 
normal in spite of declining business 
activity. And it follows that just to the 
extent that wholesale and retail buying 
is hand-to-mouth, and thus based on 
relatively stable consumer demand, so 
will production be more closely related 
to consumer demand. This is, of course, 
particularly true of industries in which 
each producer can closely control the 
volume he produces; that is, in most 
manufacturing and mining enterprises, 
as contrasted with many types of agri- 
culture. The net result will then be a 
decrease in the number of periods of 
over- and under-production as well as a 
decline in their severity. And since 
these are among the major causes for 
that decreased consumer purchasing 
power, which alone is likely to cause any 
quick cessation of consumer purchases, 
the whole trend will be toward greater 
stabilization. 

And even if one does not grant that 
consumer prices fluctuate less than 
others, or that consumer purchases are 
relatively stable, it is nevertheless true 
that hand-to-mouth buying tends to keep 
stocks all along the line in closer accord 
with the consumer market. If sales fall 


i 
i 
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off, stocks will be small, and losses from 
price decline will likewise be small. 


Vi 


The extent to which hand-to-mouth 
buying has become an established part 
of our business structure is not clear. 
The last few years have been excep- 
tional. They have been years of in- 
creasing business, unaccompanied by 
rising prices—in fact, with a tendency 
toward falling prices. But should we 
enter a period of increasing business, 
accompanied by rising prices, such as has 
often occurred in the past, two tenden- 
cies away from hand-to-mouth buying 
will develop. In the first place, there 
will be a trend toward speculative buy- 
ing. For, with prices rising, buyers will 
become anxious to buy in order to profit 
from the rising prices; just as now they 
are anxious not to buy, so as to avoid 
the disadvantage of falling prices. And, 





second, the fear of shortage will stimy. 
late buying in larger quantities, even 
where the speculative element is not 
present. 

Few will contend that the tendency 
in a period such as that experienced 
from 1914-1919 will not be away from 
hand-to-mouth _ buying. Nevertheless, 
the present experience with hand-to. 
mouth buying and the conditions and 
causes which have brought it about, as 
well as the changes in trade relations 
which have resulted, have brought pro. 
ducers closer to the ultimate market. 
Knowledge of supplies, capacity, and 
demand has become more widespread 
through the development and increased 
use of statistical information and more 
careful market analysis. The net effect 
of all these developments (of which 
hand-to-mouth buying is of course only 
one) will be to curtail speculative com. 
mitments and so to cause more stable in- 
dustrial conditions. 
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CLASSIFICATION 
By CARL F. 


HE recent development of co- 
"T cperstives organized for buying 

as well as for selling commodities, 
and the formation of trade associations 
for safeguarding certain functional busi- 
ness interests, are matters of vital im- 
portance in determining the significance 
of business in modern social life. A 
situation recently arose in which the in- 
terests of these two forms of business 
organization conflicted, and in which 
successive adjudications were attempted 
by the Federal Trade Commission, the 
Circuit Court of Appeals, and a private 
business corporation, the M*nnen Com- 
pany. This adjudication necessitated 
not only an evaluation of the interests 
involved but also a declaration of policy 
on the part of these three agencies, and 
presents an interesting social-economic 
problem. The case in point, which is a 
matter of record in the reports of the 
two federal agencies and in the Harvard 
Business Reports, is merely illustrative 
and is used solely to provide a tangible 
basis for discussing matters of general 
social significance. 


I 


Prior to January, 1917, the Mennen 
Company’ allowed the same prices and 
discounts to all customers who bought 
the company’s products in identical 
quantities, the quantity purchased being 
the only basis for discrimination. After 
January, 1917, however, the Mennen 
Company adopted a new plan for the 
allowance of trade discounts and classi- 
hed its customers into groups. It classi- 


‘1 Harvard Business Reports, 287. 
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fied as “retailers” cooperative and mu- 
tual corporations, organized as corpo- 
rate entities, which bought from manu- 
facturers or importers in wholesale 
quantities, maintained stocks of manu- 
facturers’ products, and distributed the 
products in wholesale quantities to re- 
tailers. These corporations, about 50 
in number, sold neither at retail nor to 
ultimate consumers. The growth of 
such cooperative organizations had been 
rapid and extensive, and in 1922 they 
were distributing a substantial percent- 
age of all the drugs and kindred prod- 
ucts made in the United States. 

The classification “jobbers” or “whole- 
salers” included about 275 customers of 
the Mennen Company who controlled 
most of the company’s distributing 
trade. The new Mennen policy, by 
which an additional trade discount was 
allowed these “jobbers” and ‘‘whole- 
salers” on purchases in lots of 10 gross 
or more, was adopted after protests of 
the National Wholesale Druggists’ As- 
sociation had been made against the 
policy pursued prior to January, 1917. 
The new policy was approved by the 
“wholesalers” and was said to have 
served as a basis for an understanding 
between the Mennen Company and the 
‘“Sobbers” and “wholesalers,” that the 
latter class ‘should make more vigorous 
efforts to sell the Mennen Company’s 
products than those of other manufac- 
turers who refused to follow a similar 
policy of discrimination.” In the entire 
drug and sundry trade in the United 
States, however, less than six manufac- 
turers discriminated in price when quan- 
tity and quality were the same. There 
was no evidence that it was more expen- 
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sive for the Mennen Company to sell 
to “retailers’’ than to ‘“‘wholesalers” or 
“jobbers.” 

The Federal Trade Commission, on 
March 3, 1922, after investigations and 
hearings, decided? that the Mennen 
Company had adopted a discount policy 
which ‘‘was an unfair method of com- 
petition in interstate commerce.” The 
Commission thereupon entered an order 
to the Mennen Company to cease and 
desist ‘‘from discriminating in net sell- 
ing prices upon the basis of a classifica- 
tion of its customers as ‘jobbers,’ ‘whole- 
salers,’ or ‘retailers,’ etc.”” The Mennen 
Company then petitioned the Circuit 
Court of Appeals, Second Circuit, to re- 
view the order of the Federal Trade 
Commission. 

The court reasserted the principle 
previously declared in the Gratz case,* 
that “if real competition is to continue, 
the right of the individual to exercise 
reasonable discretion in respect of his 
own business methods must be pre- 
served.” It then employed the defini- 
tion of “wholesaler” and ‘‘retailer’’ laid 
down in the Atlantic and Pacific case,* 
that “whether a buyer is a wholesaler 
or not does not depend upon the quan- 
tity he buys. It is not the character of 
his buying, but of his selling, which 
makes him a wholesaler.” The court 
then held that the Mennen Company 
was within its rights in classifying the 
cooperatives as “retailers,” and that the 
facts were not sufficient to support the 
Federal Trade Commission’s conclu- 
sions of law. “The Mennen Company 
is not shown to have practiced ‘unfair 
methods of competition in commerce,’ 





24 F.T.CD. 258. 

* Federal Trade Commission v. Gratz, 253 U. S. 
421. 

*Great Atlantic and Pacific Tea Company v. 
Cream of Wheat Company, 227 Fed. 46, 40. 

* Mennen Company v. Federal Trade Commis- 
sion, 288 Fed. 774. 
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and the order to cease and desist is re- 
versed.’ 


II 


A distinction at the very outset will 
clarify and simplify the problem. Le. 
gality is not to be confused with expe. 
dient business policy. All things may 
be lawful, to paraphrase Corinthians, 
but not all things may be expedient. To 
refer to an analogy, the remission of 
tolls paid by American vessels for the 
use of the Panama Canal may be wholly 
consistent with the provisions of the 
Hay-Pauncefote Treaty; but it is a sep- 
arate economic question whether private 
shipping corporations, granted they are 
within the treaty right, should be given 
the privilege, without remuneration, of 
using public works erected and sup- 
ported by general taxation, or to what 
extent this privilege should be granted. 
The confusion of law with public or eco- 
nomic policy leads to various kinds of 
vicious results, two extremes being at- 
tempts to legislate into existence moral- 
ity and business success, and, on the 
other hand, governing one’s activities 
simply in order to keep “within the 
law.” The determination of a “right” 
by a court of law does not necessarily 
carry the implication that it is morally 
justifiable or socially expedient or good 
business policy to exercise that right, 
even if it be positively granted by a 
legislative act. This distinction is fully 
recognized by the court when it says, 
“The Mennen Company has the right 


to refuse to sell to retailers at all.” In- 


deed, it had the right to liquidate its 
business. But neither of these legal 
rights implies the economic expediency 
or ethical justification for doing what is 
permitted. 

With this general reservation in 
mind, let it be made clear that the Men- 
nen Company was quite within its lega! 











is Te- 


will 
Le. 
Xpe- 
May 
jans, 
To 
1 of 
the 
olly 
the 
sep- 
rate 
are 
ven 








rights to make the discrimination it did 
between “wholesalers” and “retailers.” 
In the Atlantic and Pacific case referred 
to by the court, it was stated: 


We had supposed that it was elementary 
law that a trader could buy from whom he 
pleased and sell to whom he pleased, and that 
his selection of seller and buyer was wholly 
his own concern.° 

The court referred here to Cooley 


on Torts: 

It is a part of a man’s civil rights that he be 
at liberty to refuse business relations with any 
person whomsoever, whether the refusal rests 
upon reason, or is the result of whim, caprice, 
prejudice, or malice." 

The court in the Atlantic and Pacific 
case then added: 

Neither the Sherman Act, nor any decision 
of the Supreme Court construing the same, nor 
the Clayton Act, has changed the law in this 
particular. We have not yet reached the stage 
where the selection of a trader’s customers is 
made for him by the government.® 

Why, if a company chooses to decide and 
make announcement to the trade that for rea- 
sons sufficient to itself it would sell only to 
wholesalers, it could not make such a rule and 
adhere to it, we are at a loss to understand® 

There should then be no misunder- 
standing of the legal situation: the con- 
clusion of the Circuit Court, that the 
Mennen Company was within its legal 
rights as regards the acts under dispute, 
simply prevented the mutual and coop- 
erative corporations from utilizing gov- 
ernmental agencies and legal sanctions 
for their contentions. A later attempt, 
on the part of the Federal Trade Com- 
mission, to force the seller to grant equal 
terms to buying corporations, was not 
sustained by the court.!® 





° Great Atlantic and Pacific Tea Co. v. Cream of 

Wheat Co., 227 Fed. 46, 48 (1915). 
P. 278. See also Greater New York Film Co. 

v. Biograph Co., 203 Fed. 39. 

* At page 49. 

* At page 48. 

*° National Biscuit Co. v. Federal Trade Com- 
mission, 299 Fed. 733 (1924). 
“4 F.T.C.D. 258, 278. 
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A second reason for eliminating the 
Commission from consideration is that 
its order was invoked against the Men- 
nen Company rather than against the 
Wholesale Druggists’ Association. True, 
it was the act of the Mennen Company 
which precipitated the situation, but, as 
the court pointed out, this act, a declara- 
tion and pursuit of policy, was wholly 
within the right of the company. From 
the point of view of social policy, the 
incidence of the Commission’s restrain- 
ing order should have been at least 
partly upon the Wholesale Druggists’ 
Association, because the pressure obvi- 
ously was exerted from this quarter: 
the policy of the Mennen Company sub- 
sequent to January, 1917, “was ap- 
proved by the ‘wholesalers’ and served 
as a basis for an understanding between 
the Mennen Company and the ‘jobbers’ 
or ‘wholesalers’ that the latter class 
should make more vigorous efforts to 
sell the Mennen Company's products 
than those of other manufacturers who 
refused to follow a similar policy of 
discrimination,”"™ an “understanding” 
that comes perilously near to being a 
“conspiracy in restraint of trade.” But 
the failure of the Federal Trade Com- 
mission to apply its ruling to the Drug- 
gists’ Association makes it unnecessary 
to consider the expediency of such a 
policy in this particular case, while the 
attempt to restrain the Mennen Com- 


pany was effectively stopped by the 
court. 
Il 


Trade associations have become quite 
numerous in recent years, and some of 
them have become quite powerful. The 
National Wholesale Druggists’ Associa- 
tion is one of these, and rightly has for 
its purpose the safeguarding of the in- 
terests of its members. One of these 
interests, the securing of a fair profit to 
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the wholesaler, has long been recog- 
nized by society—indeed, as a right of 
individual wholesalers long before 
wholesalers’ associations were organ- 
ized. The function of the wholesaler’? 
is partly one of distribution, consisting 
in maintaining a stock of goods larger 
than would be possible to a retailer, in 
having this stock readily available, and 
in distributing it in smaller lots than are 
purchased. Sometimes, especially in the 
case of perishable goods, a further serv- 
ice, of eliminating spoiled goods and 
guaranteeing the remainder, is added. 
Then there is the ‘matter of risk and 
credit, whereby the wholesaler acts as a 
risk and credit “buffer’’ between the pro- 
ducer and the retailer, and distributes 
more widely and more nicely the already 
delicately adjusted risks and credits of 
modern economic society. Now, it is 
only fair that for all these services and 
functions the wholesaler should be paid. 
His profit, on the other hand, obligates 
him to perform these services and func- 
tions satisfactorily; his profit is not a 
sinecure. 

Similarly, there has occurred the de- 
velopment of another type of social-eco- 
nomic organization, the mutual or co- 
operative buying groups. These groups 
quite frankly take over some of the 
services and functions previously per- 
formed by the wholesaler and quite nat- 
urally insist on receiving a commensur- 
ate recompense, whether in the form of 
profits, rebates, lower prices, or in- 
creased services received. This activity 
eats into the field regarded by the 
wholesaler as his special prerogative, 
and it is to be expected that the latter 
would bestir himself to protect his in- 
terests. The trade association is one 
form of organization which gives him a 





12 See report of Chamber of Commerce of the 
United States on the National Wholesale Confer- 
ence, February 15, 1928. 
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social agency capable of taking care of 
the matter. 

Here we are confronted with two 
types of social agency, competing with 
each other in the field of purchasing and 
marketing goods in large quantities, 
The Druggists’ Association recognized 
in the mutuals and cooperatives growing 
rivals, and made its representations to 
the Mennen Company sufficiently pow. 
erful to induce that company to grant it 
favorable concessions. 

The interest in the competition be. 
tween these two kinds of economic or. 
ganization is much more objective to the 
student of social relations than it is to 
the competing organizations. These 
competitors may be engaged in a life 
and death struggle and are therefore 
more interested in their own survival 
than in the competition itself. The 
court recognized this by asserting that 
“the allegation [of the cooperatives], 
that the practice of the Mennen Con- 
pany of varying discounts tended unduly 
to hinder competition between distribu- 
tors of respondent’s products to retail- 
ers or directly to the consuming public, 
is a pleader’s conclusion.” So also might 


it be observed that the representations 


of the Druggists’ Association to the 
Mennen Company were self-interested 
and not judicial. But the cooperatives 
were making their plea to a political- 
legal body which could not entertain 
such allegations except insofar as they 
withstood the attacks of the opposing 
litigants; while the Mennen Company, 
to whom the association appealed, was 
not amenable to such rules of evidence 
or procedure as guide the conduct of our 
courts. It was confronted with a prob- 
lem of business policy, distinctive in 
character and, as regards its salient fea- 
tures, independent of legal and govern- 
mental considerations. 

To return to the main point, how- 











are of 


h two 
g with 
ng and 
Itities, 
Znized 
Owing 
ons to 
 pow- 
‘ant it 


in be- 
ic or- 
to the 
is to 
These 
1 life 
efore 
vival 


that 
ves |, 
“om- 
duly 
ribu- 
tail. 
blic, 
ight 
ions 

the 
sted 
ives 
cal- 
tain 
hey 
ing 
ny, 
was 
nce 
our 


ob- 


Ca- 
rn- 


ever: the fact that two types of social- 
economic organization—a trade associa- 
“ion and an incorporated cooperative— 
are engaged in competition, is a matter 
that cannot be left for interpretation or 
control to either of the contending par- 
ties. A disinterested observer might 
suggest that the competition be allowed 
to go on, with no favors, political, legal, 
or economic, shown to either. This re- 
course to the experimental method in 
social science would meet with little ap- 
proval among business men, however, 
even among those very persons who 
realize that this method has been the 
chief instrument in business progress. 
However much business men themselves, 
especially the most successful, laud the 
“struggle for existence’ which works 
for the “survival of the fittest,” such 
views, while generally accepted, are sel- 
dom relisted by individuals or groups 
who face, as did the Wholesale Drug- 
gists’ Association, serious inroads on 
their business, or possible elimination. It 
is conceivable that the growing strength 
of the cooperatives and mutuals was 
only temporary, that this would in time 
subside, that the apportionment of the 
field between the two types would then 
become stable, and that the two would 
continue to exist as competitors between 
each other as well as would their mem- 
bers among themselves. Psychologically 
this attitude of tolerance, however, is 
dificult to secure, and the prominent 
part played by prejudices and the emo- 
tions vitiate most of the results that 
might possibly be obtained by intelligent 
social experimentation and mutual ad- 
justments. 


IV 


In making a further analysis of the 
material facts of the case, viewed sympa- 
thetically from the standpoint of the 
adjudicating but not wholly disinterested 
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agency, the Mennen Company, a com- 
mentator says: 

The cooperative associations could not pro- 
vide complete. wholesale distribution for the 
manufacturer; only a srnall percentage of the 
retail druggists in the United States are mem- 
bers of such associations, and the limitations 
of these associations in granting credit and in 
providing traveling salesmen for receiving or- 
ders render it improbable that that type of 
association will soon supplant the independent 
wholesale merchants. The Mennen Company 
needed to have its products available for sale 
in a large number of retail drug stores. 
Hence, it would have been unwise for the 
company to undermine its wholesale distribu- 
tion by discouraging wholesale merchants from 
handling its products. 

All of which makes a fairly clear case 
for the Mennen Company if they were 
confronted—as they seem to have been 
—with the alternative of continuing to 
list the cooperatives as wholesalers and 
thereby of losing the business of the 
members of the wholesale association. 
This clearing of the Mennen Company 
of all criticisms, except possibly that di- 
rected against the expediency of the 
policy finally adopted, throws the issue 
over to the wholesale association on the 
following counts: Was the cooperative 
menace a real one? Is the service ren- 
dered by the wholesaler—especially in 
the form of granting credit and pro- 
viding traveling salesmen—a sufficient 
recompense to society to warrant the 
suppression of the cooperative? And 
was it fair for the wholesalers to con- 
front the Mennen Company with this 
dilemma, or should they have ap- 
proached some official agency, such as 
the Commission or the courts, as an al- 
ternative to waging a competitive war 
with the cooperatives on economic 
grounds? 

Whatever speculations we may in- 
dulge in here, the fact was that the 





182 H.B.R. 480, 481. 





406 HARVARD BUSINESS REVIEW 


whole matter, of the trade association 
versus the cooperative buying group, 
was submitted to the Mennen Company, 
a private corporation, for adjudication. 
Only incidentally did the two legal- 
political bodies enter the case, and both 
were led away from the main problem 
by the red-herring trail opened up by a 
trade group, the cooperatives, complain- 
ing against a practice of the Mennen 
Company which was secondary to the 
main and prime source of the situation, 
the overtures of the Wholesale Drug- 
gists’ Association to the Mennen Com- 
pany. The Mennen Company obviously 
chose to safeguard its major interest in 
the face of a fact which must have given 
it considerable concern; namely, the 
growing purchasing strength of mutuals 
and cooperatives. It is seriously ques- 
tionable whether the promises of the 
“‘wholesalers,” ‘to make more vigorous 
efforts to sell the Mennen Company’s 
products than those of other manufac- 
turers who refused to follow a similar 
policy of discrimination,” constituted a 
sufficient ground for the change in busi- 
ness policy. Such an intangible and in- 
definite return for what amounted to re- 
stricted sales in other quarters does not 
strike one as a proper appeal to the 
hard-headedness of the reputed “good” 
business man. Furthermore, the deci- 
sion of the Mennen Company was con- 
trary to the trade practices of all but six 
of the manufacturers in the United 
States. 

The burden of the argument points to 
the preferability, from the point of view 
of business policy, of the practices of the 
Mennen Company prior to January, 
1917. The advantages of this policy 
are discoverable in its objectivity and 
measurability. Contrast the attempt of 
a manufacturing company to discover 
the sales methods of its customers, with 
the simplicity and definiteness of its 


knowledge as to their buying power. 
Furthermore, adjustments in prices and 
discounts can always be made with fine 
discrimination if quantity of goods pur. 
chased be the basis for price or discount. 
Whereas a classification of customers 
into “‘wholesalers” and “retailers” ad. 
mits of only the two schedules, “quan. 
tity of goods purchased” admits of any 
number of schedules. Furthermore, to 
change’the classification of a buyer from 
“wholesaler” to “retailer” is not only to 
subject him to the dangers of arbitrary 
judgment, affected often by prejudice, 
but the change from “black” to “white” 
is abrupt and much less to be preferred 
to changes in gradations of “grays,” 
And the latter will be determined almost 
entirely by the customer, for his classi- 
fication would be based on the amount 
of his purchases, a matter under his 
own control. If we desire individualism 
and personal responsibility in our busi- 
ness relations, let this last consideration 
have the attention it deserves. 


V 


An additional point made in the com- 
mentary is that “the case of the Mennen 
Company was stronger than was recog: 
nized by the court.’"* In sales quanti- 
ties up to 10 gross or more, there was 
no discrimination between wholesaler 
and retailer, and above this amount the 
discrimination amounted to only 2.56% 
of the list price, this differential being 
less than the average sales force expense 
of typical drug wholesalers, which in 
1923 was 3.6% of net sales. According 
to the Federal Trade Commission, the 
membership of the cooperatives was 
confined largely to the smaller retail: 
ers;! hence, the real issue is between the 





142 H.B.R. 481. 
15 4 F.T.C.D. 258, 279. 
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wholesalers and the large retailers, 
whether the latter belonged to the co- 
operatives or net. This narrows the 
problem considerably, especially by elim- 
inating most of the general considera- 
tions advanced to justify a discrimina- 
tory schedule: for if no discrimination 
was made between the quantity lots of 
14 gross—the minimum sales quantity 
of the Mennen Company—and 10 
gross, then there must be some special 
reason, not mentioned in the case, for 
discriminating in lots above that 
amount. The failure, on the part of the 
cooperatives, to call attention to this 
point is typical of situations in which 
business men have recourse to legal ad- 
vice and redress. Lawyers, as a matter 
of fact, do not and perhaps cannot be 
expected to know the subtleties of busi- 
ness problems. To assume that they 
share the responsibility of such knowl- 
edge with business men is to cloud over 
the essential point that the basic re- 
sponsibility for stressing such factors 
rests with the interested party, the busi- 
ness man himself. Nevertheless, it is a 
severe indictment of the Federal Trade 
Commission that this point was not 
properly weighed, for it indicates the 
danger of a temptation to which a gov- 
ernmental agency is constantly sub- 
jected: that of playing the part of the 
advocate rather than that of maintain- 
ing the judicial point of view. This dan- 
ger is not completely avoided by the 
courts, as a further analysis of the case 
under discussion will show. 

The court recognized that the mutual 
and cooperative corporations were pur- 
chasing agencies, and that they bought 
in quantities commensurate with the 
“wholesalers.” It insisted, however, 
that “the persons who constitute these 
mutual or cooperative concerns are buy- 
ing for themselves,” and that “the na- 
ture of the transaction here involved is 
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not altered by the fact that they make 
their purchases through the agency of 
their corporation.” Again: ‘For some 
purposes a corporation is distinct from 
the members who compose it. But that 
distinction is a fiction of the law, and the 
courts disregard the fiction whenever 
the fiction is urged to an intent and pur- 
pose which is not within its reason and 
policy. And in such a case as this, the 
fiction cannot be invoked.’"* The ques- 
tion arises, what reason then is there, 
if legal fictions are to be so closely scru- 
tinized, for the recognition by the courts 
of a “holding company” or of a “subsid- 
iary,” especially one with limited lia- 
bility? Or what would happen to pro- 
posed business “‘reorganizations”’ if this 
view of the court prevailed? 

The court cannot be criticised for 
adopting a point of view so much as for 
failing to hold such a view consistently. 
Not only did the activities of the co- 
operatives not fall within the categories 
which would afford the courts a reason- 
able pretext for “piercing the veil of 
corporate entity”: fraud, evasion of ob- 
ligation, circumventing a statute, achiev- 
ing or perpetuating a monopoly, or pro- 
tecting knavery or crime.” 

But how, in addition, could the court 
assert that it would disregard the cor- 
porate character of the retailers’ or- 
ganization when so many precedents 
pointed to the contrary view? The Eng- 
lish courts have held that an English 
corporation, the stock of which is ex- 
clusively held by foreigners, is not amea- 
able to the law as to foreign persons. 
Our state courts have held that a corpo- 
ration composed exclusively of negroes 
is not subject to the restrictions against 
colored persons, and that a contract en- 





16 288 Fed. 774, 782. 

17 See Wormser, I. M., The Disregard of the 
Corporate Fiction and Allied Rate Problems (New 
York: Baker, Voorhis and Company, 1927), p. 40. 
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tered into severally by several individ- 
uals does not apply to a corporation 
formed by and exclusively of them. 
Even where an individual is sole owner 
of the stock of a corporation, he cannot 
as a private individual sue or be sued 
in a civil case in reference to the acts of 
the corporation. These are legal facts, 
not theory, and it is not an unwarranted 
implication to say that when the courts 
attempt to analyze business situations 
by resorting to legal concepts, they not 
only become involved in contradictions, 
but they fail to realize that business situ- 
ations are developing relatively more 
rapidly than is the law. The need of 
business tribunals is apparent as an al- 
ternative to the quickening of the legal 
consciousness that there are business 
facts apart from legal concepts. 

The factor influencing the court, per- 
haps unconsciously, and likewise and in 
similar manner the Mennen Company, 
and probably directly and consciously 
giving the Druggists’ Association con- 
cern, was that the “mutual” and ‘“‘co- 
operative” organizations were new and 
insistent claimants for a place in the 
social-economic order. We are frankly 
prejudiced against all such types of so- 
cial organization, partly because we are 
not very well acquainted with and accus- 
tomed to them, partly because we fear 
them. And our fears are partly 
grounded on the recognition of the eff- 
ciency and justice of these organizations 
as well as of their power and potential 
menace to existing forms of business or- 
ganization. Thus, in the finding of the 
Commission, there is the statement: 

That discrimination in price by respondent 

. is practised for the purpose of placing 
corporations mutual or cooperative in form of 
organization at a competitive disadvantage 

. and is used and has been used as 


an instrument to “break up” such corpora- 
tions. . = 


Frequently we associate our descrip- 
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tion or discussion of cooperatives with 
the opprobious terms “socialism” and 
“Bolshevism,” and then proceed by an 
argumentum ad absurdum to demolish 
them by referring to their possibilities 
or abuses. The result is that coopera. 
tives and mutuals have had hard sled. 
ding in our social-economic system, 
Farmers’ cooperatives, for example, 
have been expected to make a creditable 
showing at their very start and for each 
successive fiscal period, a test which very 
few private business concerns could 
weather. The “chain store” and the 
“mail order house” similarly stir up the 
passions of men, especially of merchants 
who have a legitimate complaint against 
selling agencies which seldom pay their 
full share of taxes and practically never 
respond when they are called upon for 
contributions, material or otherwise, to 
the building of the community.” 

But business methods, as well as cus- 
toms and morals, are changing, and 
business men must adjust themselves to 
these altered conditions. Witness the 
tremendous change in recent years 
among retailers in regard to the amount 
of stock carried. The adjustments nec- 
essary in wholesaling are terrific, and the 
final determination of the situation and 
of its future effects cannot be predicted. 
The moral value of “foresight” has 
given way to the business virtue of 
“quick turnover.’ The man who is go- 
ing to succeed in business is the man who 
can adapt himself to changing circum- 
stances, unless he is able by organization 
with his fellow men to stem the tide of 
events, at least temporarily. Whether 
such obviously effective methods of do- 
ing business as are employed by the 
“chain store,” the “mail order house,” 





184 F.T.C.D. 258, 278. 
19 See, on this point, Printers’ Ink, January 19 
1928: “Do Chain Stores Enter Into Community 
Activities ?” 























or the various mutual and cooperative 
buying organizations among consumers 
and retailers, can be successfully com- 
batted is questionable. That it will be 
stabilized in due time by fairer methods 
of taxation and proper extensions of 
credit, and by better transportation fa- 
cilities, and also by an increasingly in- 
telligent buying public, conscious of the 
social factors involved, is to be hoped. 
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Not only is there the danger of busi- 
ness men wasting a great amount of en- 
ergy in trying to prevent the inevitable, 
but all artificial or unfair means of stav- 
ing off the event may simply intensify 
the adjustment period when it comes, 
and substitute a social-economic catas- 
trophe for what now could be regulated 
and controlled as a social-economic ex- 
periment. 














BUSINESS LIFE INSURANCE 


By AVARD L. BISHOP 


NTIL the last 20 years or so, 
| | the prime motive for buying life 
insurance was the desire on the 
part of the principal income earner of 
a family to make provision in advance 
for there being available, immediately 
upon his death, a few thousand dollars 
in ready cash. This was expected to be 
used to meet the extraordinary expenses 
that then inevitably must be incurred, 
and to assist the family in getting ad- 
justed to a new standard of living. This 
motive still exists and is responsible for 
a considerable proportion of the life in- 
surance that is bought. Within approxi- 
mately the last two decades, however, 
two additional motives for acquiring life 
insurance have come into prominence. 
The first is the desire to create an in- 
surance estate whose income, upon the 
death of the insured, will be available 
for his beneficiaries. The second is the 
desire to utilize insurance for certain 
specific business, as contrasted with 
family or personal, purposes. It is the 
latter aspect of life insurance—its use in 
business enterprises—that will be con- 
sidered here. 

Just as the conception of life insur- 
ance in terms of the amount of income 
that the policies will yield, rather than 
of the principal sum that they aggregate, 
is a relatively new notion, so the idea of 
a business organization’s buying insur- 
ance and naming itself rather than some 
natural person the beneficiary is about 
equally new. So great are the advan- 
tages, under certain circumstances, in 
utilizing life insurance in business that 
we have quickly got used to this idea. 
Nowadays, when a business unit, no 


matter what may be its size or plan of 
organization, buys life insurance for the 
purpose of strengthening its credit, or 
being indemnified for the death of an 
important executive, or for any one of a 
dozen or more reasons, the transaction 
is no longer looked upon as especially 
unusual. Twenty years ago, however, 
such a purchase attracted considerable 
attention. 

In order that life insurance may be 
made of service to business in as many 
different ways as possible, a considerable 
number of types of business insurance 
have already been devised. Others are 
almost certain to be brought forward 
as need for them arises. We shall now 
examine, in order, several of the out- 
standing plans. 


Valued-Employee Business Insurance 


This is sold, in a typical case, to a 
business concern upon the life of that 
person on the executive staff who is the 
brains or driving force in the whole 
organization. The business unit itself is 
made the beneficiary under the policies. 
The amount of insurance that should be 
purchased on the life of any particular 
executive is found in the answer to the 
question: What financial loss might the 
business incur, both with respect to its 
credit and in other particulars, if it sud- 
denly and unexpectedly were deprived 
of his services? 

The development of business insut- 
ance of the valued-employee type has 
come about in response to a growing 4p- 
preciation of the value of certain human 
characteristics in the successful operation 











an of 
it the 
t, or 
f an 
ofa 
ction 
‘ally 
ever, 
rable 


y be 
nany 
‘able 
ance 
are 
vard 
now 
out- 


Oa 
that 
the 
ole 
f is 
es. 
1 be 
lar 
the 
the 
its 
ud- 
ved 


ure 
nas 
ap- 
an 








of a business enterprise. Human values, 
as contrasted with property values, are 
intangible. The latter can easily be seen 
and appraised. Largely for this reason, 
they long have been appreciated and 
have been the subject of insurance. That 
certain intangible human attributes are 
of even greater importance than tangible 
property in the successful operation of a 
business concern is an idea which still 
fails of due appreciation. The human 
characteristics which we would empha- 
size as having particular value are per- 
sonality, leadership, tact, ability to make 
decisions quickly and correctly, a keen 
knowledge of men sufficient to enable 
one to choose the right man for the 
right place, ability to organize effec- 
tively, and so on. In short, these and 
other personal qualities, when embodied 
in a single individual, assuming that they 
are not offset by other unfavorable char- 
acteristics which would neutralize or 
destroy the effect of the favorable 
qualities, make it possible for that 
person to vitalize the business unit which 
he is directing and mould it into an effec- 
tively organized and effectively function- 
ing machine. 

Apropos of this point, Mr. Charles 
M. Schwab, at the time when he was 
most active in business, was asked, so it 
has been reported, what he would do if 
his steel properties were destroyed by 
hre. The reply, it is said, was to the 
effect that he would consider this a rela- 
tively unimportant happening as con- 
trasted with one that would deprive 
him of the personnel of his business or- 
ganization. The loss of the physical 
Property by fire could be restored in 
time, but the loss of the carefully se- 
lected and well-organized man power 
would be so serious that he would ad- 
judge himself, so it was reported, a 
ruined man. 


One or two illustrations may serve to 
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make clear the reasoning followed when 
a business concern resorts to life insur- 
ance in order to hedge against the pos- 
sibility of the loss of valuable human 
services, and, as a result of such hedging, 
to be in line for receiving indemnity 
therefor. A medium-sized manufactur- 
ing concern has at its head, let us as- 
sume, a middle-aged executive who has 
grown up in the business from youth. 
The company, in the minds of many who 
do business with it, is virtually this ex- 
ecutive. He is the one who controls 
its operating policy, who arranges its 
finances. The loss of this man to the 
company through his untimely death 
would mean that an important gap in 
the organization must be filled without 
undue delay. It would mean, further, 
that the credit of the organization in 
the meantime might be impaired, tem- 
porarily, at least, and that a shrinkage 
in the volume of business might be suf- 
fered. In anticipation of the possibility 
of being deprived of the services of this 
executive through untimely death, let us 
assume that the directors of the com- 
pany had purchased an equitable amount 
of insurance on his life. Should death 
occur prematurely, his company would 
be indemnified for his loss, in so far as 
money is capable of affording such in- 
demnity, from the proceeds of the in- 
surance policies. Moreover, the mere 
knowledge on the part of the public of 
the fact that a substantial sum in cash 
was immediately to be received by the 
business enterprise when the death of its 
head was announced, would go a long 
way, in all probability, toward maintain- 
ing confidence which at this particular 
time might otherwise be shaken. It 
would assist materially in stabilizing the 
credit of the concern and in helping in 
other ways toward an adjustment to a 
new condition of affairs during the time 
that an understudy was being experi- 
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mented with for filling the vacant posi- 
tion. 

The importance of the human factor 
in business is reflected now and again 
in the stock exchanges throughout the 
country. Most of our readers recall, 
perhaps, the break in the stock of a 
well-known public utility within the last 
year or so, when it was announced in the 
public press that the man whose name 
had long been identified with the man- 
agement of it was in a poor state of 
health. Intelligent stockholders, in this 
company or that, receive with keenest 
interest the announcement that Mr. X, 
a man of established reputation and out- 
standing managerial ability, has been 
made the president or general manager 
of a company in which they are finan- 
cially interested. Such announcement 
may be followed at once by a consider- 
able increase in the market value of the 
shares of the corporation. 


The Illimitable Field for V alued- 
Employee Insurance 


There are in the United States to- 
day, it is estimated, upwards of two 
million business units, small and large. 
The great majority of these are pro- 
prietorships — one-man concerns. A 
small number are ~artnerships; a few 
are joint-stock assuciations; and ap- 
proximately half a million are corpora- 
tions. The typical corporation is not a 
huge business enterprise, as some im- 
agine, but a concern with a modest 
amount of capital and with a relatively 
small labor force. Those corporations 
that figure prominently upon the finan- 
cial pages of the metropolitan dailies 
and in the financial magazines are not 
of this type; they are the relatively few 
large organizations, with hundreds of 
millions of capital, headed by executives 
whose names are known in almost every 








household. Between those with capital 
of only a few thousands of dollars and 
those with hundreds of millions stand; 
somewhere in the series each of the half. 
million corporate enterprises. 

Now we would emphasize the fact 
that, in many of these organizations, 
the class of so-called valued employees, 
the loss of whose service is capable of 
being evaluated roughly in terms of 
money, and who, therefore, are proper 
subjects for valued-employee business 
insurance, includes many others than one 
or two executive officials. In the aggre. 
gate there are to be found, occupying 
positions of greater or less importance 
in many of these half-million business 
units, literally thousands upon thousands 
of valued employees, including presi- 
dents, vice-presidents, general managers, 
chairmen of the boards of directors, su- 
perintendents, advertising managers, 
sales managers, engineers, chemists, re- 
search men, designers, inventors, buyers, 
and others. The sum of money that 
would indemnify a business unit for the 
loss by untimely death of any one of 
these officials varies, in all probability, 
all the way from a few thousand dollars, 
in the cases of the smaller concerns and 
of the relatively less valued employees, 
to a few millions of dollars, perhaps, in 
the cases of certain of the larger corpor- 
ations and of the most highly valued 
executives. If we consider the term 
“valued employee” from this broad 
point of view, there is an almost illimit- 
able field for business life insurance of 
this type—a field which, as yet, in spite 
of the considerable advances already 
made, has fallen far short of its poten- 
tial possibilities for development. 


Insuring a Bond Issue 


A second business use of life insurance 
is in connection with the successful flota- 
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tion and the eventual liquidation of a 
small issue of corporate bonds. To pre- 
vent misunderstanding, it should be 
stated at the outset that, from the 
standpoint of practicability, only a very 
small proportion of corporate bond is- 
sues are capable of being linked up with 
life insurance. There are, however, 
numbers of cases where the circum- 
stances pertaining to the proposed bond 
issue are such that life insurance may be 
made to play an almost indispensable 
part, both in the successful flotation of 
the issue and throughout its whole life- 
time, even to its retirement. We shall 
proceed to outline briefly a typical case. 

A medium-sized corporation desires 
to borrow $50,000, let us say, for a 
definite period, 20 years, for example. 
It already is prosperous, but its man- 
agers believe that some expansion is de- 
sirable. Accordingly, they decide to 
borrow $50,000 by selling bonds to this 
amount. How to secure the issue in a 
way that will prove satisfactory both 
for the corporation itself and for the 
bondholders as well is the problem. The 
corporation is headed by a key executive 
whose untimely death might conceivably 
either imperil the very existence of the 
business or shake the organization to its 
foundations. Under these circumstances, 
without some special form of security it 
might be found impossible to market the 
bonds at all, or, at any rate, to dispose 
of them on a basis that would be satis- 
factory to the borrowing corporation. 
Fortunately, however, such security 
might be arranged for, provided the key 
executive is an insurable risk. If an in- 
surance policy on the 20-year endow- 
ment plan should be purchased on the 
life of the executive in question, a great 
support to the bond issue thereby would 
be given, not only at the time when the 
bonds were being sold but throughout 
their lifetime. Accordingly, life insur- 
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ance would be purchased upon the key 
executive to the full amount of the bond 
issue, namely, $50,000. The corporation 
itself would be the beneficiary under the 
policies of insurance. These would be 
assioned to a trust company under an 
agreement between the corporation on 
the one hand and the trust company as 
representatives of the bondholders on 
the other, whereby the life insurance 
policies would be pledged for the re- 
demption of the bonds when they be- 
come due. The trust company would 
oversee the issue of the bonds and 
authenticate them. Though, theoreti- 
cally, it is a representative of both the 
borrower and the lenders, it would see 
that the interests of the bondholders 
were properly safeguarded. According 
to the agreement, the cash value of the 
insurance policies could not be used by 
the corporation in any future emergency 
to meet its temporary needs for cash. 
The bondholders would be protected 
whether or not the insured official lived 
for the next 20 years. If he should live, 
assuming that the premiums on the 
policies were always paid when due, the 
proceeds of the policies would be col- 
lected by the trust company at the end 
of the 20-year period and would be used 
for the redemption of the bonds, in 
strict accordance with the terms of the 
insurance trust. If, on the other hand, 
he should die before the bonds matured, 
the proceeds of the insurance policies 
would be collected at once by the trust 
company and the money would be in- 
vested and held for accumulation until 
the principal of the bonds should fall 
due. On that date, the whole issue would 
be paid off at once, and any balance 
resulting from the accumulation of in- 
terest on the insurance money would 
then be handed over to the corporation. 
From the very beginning, the safety of 
the bonds would be assured. The cor- 
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poration would not be required to set up 
any special sinking fund for meeting the 
bonds when they matured; the insurance 
policies would take care of that. One 
provision in the trust agreement and in 
the agreement underlying the bond issue 
that must be scrupulously observed by 
the corporation is that the insurance 
premiums be paid when due. 

This plan of supporting a bond issue 
when it is floated and of providing for 
its retirement upo1 maturity has been 
put into operation in many cases, and it 
has been reported that the plan has 


proved, on the whole, to be highly satis-. 


factory. It may be added that only 
those corporations that have been in 
business long enough and with sufficient 
success to gain the confidence of the 
public, whose credit standing is the best, 
and that are engaged in a line of enter- 
prise whose products or services are in 
fairly steady demand, should expect to 
resort to this plan of reinforcing a bond 
issue. 


Perpetuating the Management and 
Ownership of a Close Corporation 


Another important service performed 
by business insurance is in connection 
with the perpetuation of the manage- 
ment and ownership of a close corpora- 
tion. This may be illustrated in the case 
of a corporation whose stock is owned, 
let us say, by five persons who are mem- 
bers of a single family. Let us assume 
that the owners desire to maintain this 
corporation in the closed form, so that 
none of its stock may get into the hands 
of any person whose membership in the 
organization would not be agreeable to 
the present stockholders. To assist in 
the accomplishment of this purpose, the 
five present owners might agree among 
themselves that each should buy life 
insurance on his own life to an amount 





equal to the fair value of his stock 
certificates. This plan is in accordance 
with the principles of sound insurance, 
in that it is a well-established fact that 
any person has an insurable interest jn 
his own life to any reasonable amount, 
provided that he assumes the burden of 
paying the premiums on the policies 
which he purchases, and provided also 
that he is financially able to do so. 
Having purchased the necessary insur- 
ance, each of the five owners of the 
stock might then assign his insurance 
policies to an identical trust company 
and turn over to it his stock certificates 
assigned in blank. In the meantime, a 
written agreement would be entered into 
between the five stockholders on the one 
hand, and the trust company on the 
other, whereby the latter upon the death 
of any stockholder would collect the 
proceeds of his insurance policies and 
with this money buy from the deceased 
stockholder’s estate the entire block of 
stock which, it will be remembered, al- 
ready is in the trust company’s posses- 
sion assigned in blank. Such shares 
having been duly purchased, they would 
then be distributed to the surviving 
stockholders according to a plan em- 
bodied in the agreement. Each of the 
surviving shareholders could then either 
keep the new shares thus acquired, or, 
upon mutual agreement, they could be 
sold for a fair amount to some other 
person who was agreeable as a business 
associate. In this way the close char- 
acter of the corporation could be per- 
petuated. If the law of the state under 
which such arrangement was made per- 
mitted a company to buy its own stock, 
the shares of the deceased stockholder 
could be bought by the company, if de- 
sired, and retired. This would leave the 
four surviving stockholders in full con- 
trol of the company, without it being 
necessary either to admit a fifth stock- 
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holder or to increase their respective 
holdings. 

In the event that none of the share- 
holders should die until some time after 
the original agreement had been ne- 
gotiated between themselves and the 
trust company, the principal sum of the 
insurance policies of each shareholder 
might be a sum greater or less than 
would then represent the fair cash value 
of the stock which it was intended to 
purchase. In drawing up the trust agree- 
ment, this might be provided for by the 
insertion of a clause to the effect that 
the amount of the insurance on each 
shareholder could later be increased or 
decreased as found necessary. Variations 
from the general plan outlined above 
might be made to meet the special cir- 
cumstances surrounding any particular 
case. In any event, the principle of per- 
petuating inside control of a close cor- 
poration and insuring that no outsider 
be admitted who is not acceptable to all 
the shareholders is in accordance with 
sound business policy. The buying of life 
insurance to assist in carrying out such 
plans has been found at times, it is said, 
to be a highly desirable practice. 


Other Corporate Uses 


The corporate uses of business insur- 
ance which have been outlined above 
are, perhaps, the most important that 
have emerged as yet. There are, how- 
ever, others to which only passing refer- 
ence can be given. The frequent chang- 
ing of the personnel of any corporate 
organization is costly. Hence, other 
things being equal, long service on the 
part of employees is the more desirable 
condition. As a reward for loyalty and 
faithful service, a corporation might 
deem it desirable to adopt the plan of 
insuring certain employees on the en- 
dowment plan, the date of the coverage 
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being so arranged that the policy will 
mature at the very time when the em- 
ployee, if he lives, will reach the age for 
retirement. The proceeds of the endow- 
ment policy at maturity would be handed 
over to the retiring employee by his em- 
ployer to be used by the former at 
pleasure. Another method of arranging 
this matter would be for the insurance 
company to make to the insured, upon 
his retirement, a definite monthly or 
quarterly payment, during the remainder 
of his lifetime, instead of paying it all 
in a lump sum. 

Another corporate use of business in- 
surance is in connection with important 
persons who are working for an organi- 
zation for a limited time under contract. 
The services of employees such as base- 
ball players, moving picture artists, or 
opera stars, for examples, may be as- 
sumed to be very special in character and 
of considerable financial value to the 
employers. Accordingly, it might be con- 
sidered good business policy to insure the 
lives of such employees in favor of their 
employers under a term policy of insur- 
ance covering the exact years of the 
contract. Thus, an American opera com- 
pany might contract with a Russian 
artist for a series of performances cov- 
ering five years. The profits that would 
accrue to the opera company from this 
contract might be estimated in advance. 
In order to hedge against their loss, 
a life insurance policy for this amount 
might be bought on the life of the artist 
with the opera company as the benefici- 
ary. In the event of her death before the 
expiration of the contract, the financial 
interests of those who had contracted 
for her services would be protected. 


The Payment of Inheritance Taxes 


An important service that business 
life insurance has been requisitioned to 
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perform centers around inheritance 
taxes. It should not be expected that a 
person of small means would be inter- 
ested in this; a wealthy man, however, 
if he faces the facts, will realize that 
inheritance taxes of considerable amount 
will have to be paid by his executors 
upon his death, and that other substan- 
tial bills, including attorney’s and execu- 
tor’s fees, will press for payment. Ac- 
cordingly, if he should desire to leave 
his estate intact, so that an income 
which might be predicted roughly in ad- 
vance will be paid to his dependents, he 
might consider it the part of wisdom to 
buy life insurance on his own life to an 
amount necessary to pay inheritance 
taxes on his estate, and all other death 
expenses such as those mentioned above. 
There is probably no better plan avail- 
able. The insurance purchased may be 
made payable to the insured’s executors, 
to be used by them only for the purposes 
for which it was purchased. 

There are numerous instances where 
men of wealth have followed the plan 
here outlined. They begin by familiariz- 
ing themselves with the provisions of the 
tax laws which will apply to their par- 
ticular estate. They then carefully esti- 
mate the sums that will have to be paid 
to various claimants before the estate 
is finally settled. The next step is to 
buy life insurance to an amount sufficient 
to meet the total sum of all such ex- 
penses. In many cases, the individual 
executes an agreement with a reliable 
trust company whereby the latter will 
collect the proceeds of such insurance 
policies in due course and apply them 
for the exact purposes specified in the 
trust agreement. 


Anticipating a Partner’s Death 


Some uses of business insurance center 
around certain relationships involved in 


the partnership form of business organ- 
ization. An example of an outstanding 
use of partnership insurance, namely, to 
provide the money necessary to buy the 
share of a deceased partner, will now 
be outlined. 

Let us assume that four partners are 
engaged in the practice of law, and that 
each partner has a one-fourth interest 
in the business. Quite apart from any 
personal or family insurance that each 
may carry, the four partners agree, as 
a part of their general business policy, 
to buy $25,000 of insurance upon the 
life of each person. The firm assumes 
the burden of paying the premiums as a 
general expense of running the business, 
just as it assumes the expense of paying 
premiums for fire insurance or any other 
insurance. Let us assume, also, that the 
firm itself is designated as the beneficiary 
under each of the policies. If, in any 
jurisdiction, complications would seem 
likely to arise from naming the firm as 
beneficiary, the policies might be made 
payable to the insured’s estate, and later 
assigned to a trust company, according 
to a trust arrangement soon to be men- 
tioned. 

The avowed purpose of the life in- 
surance in the case we have instanced 
here is to provide for there being avail- 
able at once, upon the death of any 
partner, a definite sum of money cor- 
responding to the deceased’s share in 
the partnership, to pay the widow or the 
heirs of the deceased partner for such 
share. Accordingly, in order that the 
plans, mutually agreed to by all the 
partners when such insurance was pur- 
chased, may be carried out to the letter 
when the death of any one of them 
occurs, a written agreement should be 
drawn up and executed, containing 4 
statement of the plans to which they all 
voluntarily subscribe. As already in- 
timated, it might be thought desirable 
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to bring a trust company into the ar- 
rangement and to assign the policies 
upon the lives of the four partners to 
an identical trust company. Then upon 
the death of a partner, the trust com- 
pany would collect the proceeds of the 
insurance policy and use the money in 
accordance with the terms of the agree- 
ment. 

It would be necessary to evaluate the 
business and the relative shares of the 
partners when the policies originally 
were issued. In the case which we have 
been considering, it may be assumed that 
the value of the business at the time the 
insurance was purchased was $100,000. 
It is quite possible, however, that the 
value of the enterprise may become 
greater or less with the lapse of time; 
hence, it would be well to have a re- 
valuation of the partnership at intervals 
of perhaps one year. If the share of 
each partner upon a revaluation during 
the lifetime of all should be determined 
to be in excess of the amount of insur- 
ance carried, it would be well to in- 
crease the amount of each of the four 
policies to equal the new valuation of 
each share. It also would be expedient, 
it would seem, to provide in the agree- 
ment to be filed with the trust company 
that the valuation of the shares made, 
let us say, as of January first of any 
calendar year, should be conclusive and 
undisputed evidence of the exact sum to 
be paid to the heirs of any partner who 
might die during the ensuing year. 

The advantages accruing to a partner- 
ship from using business insurance for 
the purposes here outlined can scarcely 
be exaggerated. In this way, the firm is 
relieved of the necessity of raising a con- 
siderable amount of cash, on short no- 
tice, to settle with the heirs of a deceased 
partner. There is no question as to the 
amount of money the widow should re- 
ceive for her deceased husband’s share. 
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Nor should any friction be encountered 
in adjusting the affairs of the partner- 
ship to the new situation. 


Other Uses of Partnership Insurance 


There are a number of other motives 
prompting the purchase of partnership 
insurance. Because of the personal rela- 
tionships involved in this form of busi- 
ness organization, a partnership should, 
if possibie, always have in reserve the 
wherewithal for reinforcing its credit. 
A powerful factor, in this particular, is 
insurance upon the life of each partner, 
the proceeds of which might be used, in 
a typical case, to satisfy the creditors of 
the partnership when a partner dies. 
When it is remembered that any partner 
is liable for all the debts of the corpora- 
tion, and that many partners would be 
sorely pressed to meet such obligations, 
the necessity of life insurance designed 
to meet the claim of creditors when a 
partner dies is obvious. Inasmuch as the 
death of a partner automatically dis- 
solves the partnership, the creditors can 
force their claims for settlement at once. 
Moreover, during the lifetime of all the 
partners, credit will more readily be ex- 
tended to the partnership when it is 
known that insurance is carried avowedly 
for the purpose of strengthening credit. 

The amount of credit reinforcement 
insurance that a firm should carry cannot 
easily be determined, but in this matter 
there is some guide, however imperfect. 
It has been claimed by one authority 
that the amount should equal the aver- 
age responsibility of each partner for his 
share of the credit obligations of the 
firm for a period of years. Let us assume 
that three partners are engaged in a 
business enterprise, each owning one 
third cf the business, and that their 
credit obligations fluctuate over a period 
of years between a minimum of $50,000 
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and a maximum of $150,000. Under 
these conditions the average credit obli- 
gations would be something like $100,- 
ooo. Although it is fully recognized 
that each one of the partners may be 
held liable for all the obligations of the 
firm, nevertheless, if each owned one- 
third of the business, he would feel that 
his average responsibility for the float- 
ing debt. in the case we have mentioned, 
would be something like $33,300. This 
sum, then, would perhaps be considered 
a fair amount of insurance to be car- 
ried on each partner’s life for the pur- 
pose of credit reinforcement, although 
there might be circumstances that would 
necessitate the altering of even these 
rough calculations. 


Business Insurance for the Proprietor 


It is not necessary at this point to 
enter into a lengthy discussion of busi- 
ness insurance for the proprietor’s use, 
inasmuch as some of the forms already 
discussed in connection with corpora- 
tions or partnerships are applicable 
equally well to the proprietorship. Pass- 
ing mention will be made, however, of 
a few types of coverage. 

The writer has in mind a prosperous 
general insurance organization of the 
proprietorship type, located in an east- 
ern seaboard city. For reasons that need 
not be mentioned here, the owner of the 
business finds it necessary, at times, to 
be away from his office for two or three 
months in succession. In the meantime, 
however, his business is carried on suc- 
cessfully by two efficient employees at 
the top. To be deprived of the services 
of either one of these persons, by an 
untimely death, would mean a substan- 
tial loss to the proprietor. Accordingly, 
it is proper that each be covered with 
business insurance to an amount repre- 
senting the probable monetary loss to 


the proprietor should death deprive him 
of the services of either party. 

Another case where business insurance 
made payable to a proprietor’s estate 
would be of advantage is where it would 
be purchased for the avowed purpose of 
stabilizing or maintaining the business, 
in the event of his death, in such an 
intact and normal condition that there 
might be hope of its being disposed of 
within a reasonable time to good ad- 
vantage. Even during his lifetime, such 
insurance, made payable not to the in- 
sured’s family but to his estate, might 
serve the additional purpose of reinforc- 
ing his credit. It often happens, also, 
that a proprietor may find it both neces- 
sary and desirable to mortgage the 
tangible property used in his business. 
The purchase of a policy of life insur- 
ance to the amount of the mortgage and 
for its ultimate liquidation would be 
regarded by many, under certain condi- 
tions, as sound business policy. There 
are cases also where a proprietor carries 
an endowment policy upon his own life 
with himself as the beneficiary, which 
policy can be used in times of business 
emergency or even in case of business 
opportunity for raising money to meet 
a new situation. Even such highly suc- 
cessful men as the late John Wana- 
maker have used the proceeds of endow- 
ment policies at their maturity, so it is 
reported, to aid them in carrying out 
plans for business expansion. 

There have now been outlined a con- 
siderable number of specific types of 
business insurance, a number sufficiently 
great, it is hoped, to impress the 
reader with the wide range of business 
interests that life insurance may be made 
to serve. In spite of the great possibil- 
ities here indicated, business insurance 
is still in its initial stages of develop- 
ment—it has scarcely yet emerged from 
frontier conditions, so to speak. That 
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it has great promise for future expansion 
can scarcely be denied by the well- 
informed on insurance affairs. 

As a matter of fact, it has been 
claimed, and not without good reason, 
by a keen student of insurance in its 
broader relationships, that the relatively 
recent development of insurance in its 
application to business is one of the out- 
standing achievements of life insurance 
in the twentieth century. The possibili- 
ties of further expansion are great, and 
in time business life insurance will come 


into its own. The time is not far dis- 
tant when, if a well-thought-out plan of 
business insurance is properly presented 
to the management of a progressive 
business enterprise, it cannot be rejected 
offhand but only after careful considera- 
tion. The refusal to weigh the merits of 
such a proposition might be interpreted 
either as an acknowledgment of the lack 
of appreciation of the service which 
life insurance, when properly used, is 
capable of performing in business, or as 
a sign of retrogression. 














COST CONTROL IN BANKS 
By T. H. SANDERS 


Toate is a general interest among 


bankers in doing something to se- 

cure a more definite control over 
expenses and a closer correlation of 
those expenses with income than most 
of them now have. As yet, no general 
agreement exists as to the precise form 
or method which this control should 
take; still less is there any uniformity 
among measures which have actually 
been put into effect. A small number. of 
more enterprising banks, usually the 
larger institutions in the larger cities, 
have worked out procedures which com- 
pare favorably with the most up-to-date 
accounting methods of manufacturing 
concerns; a larger number, though few 
relatively to the total number of banks, 
have taken steps to put their general ac- 
counting for income and expense on a 
sound basis, but without any detailed 
analysis concerning functions or unit 
costs; and a number of joint activities 
have been undertaken, such as that re- 
flected in the Report of Committee on 
Bank Costs, of the New York State 
Bankers’ Association. ‘The great ma- 
jority, however, continue to get along 
with somewhat sketchy accounting data, 
using aggregate totals for large groups 
of income and expense items. But in- 
creasing competition for accounts, and 
the narrowing margin between income 
and expense, exert a constant pressure 
upon banks to know the facts of their 
position. 


Cash or Accrual Basis 
In most writing on accounting sub- 


jects it is taken for granted that the only 
permissible method of accounting for in- 





come and expense is the accrual basis, 
by means of which all income and ex. 
pense items will be assigned to the pe- 
riods to which they properly apply, 
regardless of the date of receipt or 
payment of actual cash. This is not only 
good theory, but is in general usage in 
mercantile and manufacturing concerns 
which pretend to any degree of sound- 
ness in their bookkeeping practice. What 
is more, bankers would probably be 
among the first to condemn any irregu- 
larities in this respect which in their 
judgment might render the income state- 
ments of their clients misleading. Yet 
it seems that the majority of banks ig- 
nore accruals and prepare their accounts 
and statements on a basis of cash re- 
ceipts and cash payments. Some banks, 
even among those which have made con- 
siderable analysis of the costs of operat- 
ing individual accounts, continue to use 
the cash basis. They are no doubt con- 
tent to do this largely because cash is the 
commodity they deal in; they are, there- 
fore, exempt from some of the problems 
which the merchant and manufacturer 
encounter with inventories of merchan- 
dise and raw materials. As to income 
and expense, they contend that the ac- 
cruals at the beginning of the period 
will approximately offset those at the 
end of the period, and that no consid- 
erable error occurs. 

This view has some degree of plausi- 
bility when applied to operating state- 
ments covering a whole year, so that 
annual items like taxes, insurance and 
depreciation are duly included. Even 
in such annual statements, however, the 
ignoring of accruals is permissible only 
upon the assumption that normal bus- 
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ness conditions prevail alike at the be- 
ginning and end of the operating period ; 
if either of these points were abnormal, 
either from unusual prosperity or de- 
pression, the true income would show 
variations from the cash income, and 
the former is the one which ought to be 
reflected in the statements. 

If, however, monthly or quarterly in- 
come statements are desired, the annual 
items of expense ought to be pro-rated 
if the statement is to have definite credi- 
bility. The inclusion of the taxes or 
insurance charges for the entire year in 
the statement of one month would dis- 
tort its significance, and the omission of 
any charge for those items from the 
statements of other months, would also 
be misleading. Occasionally a bank has 
a seasonal business, so distributed that 
the largest income coincides with the 
time for payment of taxes; they then 
consider that quarterly statements which 
are prepared on a cash basis are sufh- 
ciently accurate. It is true that the per- 
centage of error is reduced in such cir- 
cumstances, but there is still some error, 
and it is not likely that the majority of 
banks have this coincidence. If a be- 
ginning is made by apportioning the an- 
nual items over the various months of 
the year, it is logical and desirable to 
take up other items of income and ex- 
pense which cover a considerable period, 
and apportion them likewise. A suffi- 
cient number of banks of all sizes and 
in all localities have actually accom- 
plished this procedure to make it evi- 
dent that it is entirely feasible, and does 
not involve an undue amount of book- 
keeping labor. Simple devices are in 
use for accruing both income and ex- 
pense which are well within the capacity 
of the existing bookkeeping staffs of 
most banks. 

For purposes of accruing income it is 
customary to classify loans and invest- 
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ments according to the rate per cent 
which they earn; a columnar statement 
is suitable for this purpose, one sheet 
being used for each main class of se- 
curity. The amount of securities held 
at each rate per cent is inserted each 
day; this is not such an extensive task 
as it appears to be; for some types of 
investment the figure would often be the 
same as for the previous day; only when 
a purchase or sale took place would a 
change occur in the column affected. At 
the end of the month the columns are 
totaled, and by computing interest on 
this total for one day, at the appropriate 
rate per cent, the interest for a month 
on the average amount outstanding is 
ascertained. A check of these accrued 
figures is made twice a year, by listing 
the securities actually outstanding, and 
computing the accrued interest to date. 
The amount so computed agrees very 
closely with that resulting from the 
monthly accrual. 

The apportionment of expenses over 
the periods covered is not a difficult 
matter. Items like insurance, station- 
ery, and supplies are commonly paid in 
advance; their amounts are definitely 
known, and, in the case of insurance at 
least, the term also is definitely known. 
If, therefore, such payments are set up 
as prepaid assets, they may be written 
off 2nd charged into the expense ac- 
counts by regular installments. Interest 
payable may be computed by a proced- 
ure similar to that described above for 
interest receivable, though the rapid 
changes in the condition of customers’ 
accounts make the interest liability com- 
putation a more laborious task; taxes on 
property, and other strictly expense 
taxes may be estimated almost exactly, 
and the amount charged to operating 
accounts, with corresponding accrued 
liabilities set up. Expenditures on sal- 
aries are naturally spread evenly over 
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the period, and require no special atten- 
tion for distribution purposes. Miscel- 
laneous expense for the year may be es- 
timated, and one-twelfth of the mount 
set up as an accrued item each month. 
It is still the general custom for banks 
to charge all new furniture, fixtures, and 
office equipment directly to operating 
expense, but some banks are beginning 
to consider a modification of this time- 
honored custom with a view to creating 
an asset account, to be amortized at 
regular intervals. If the rate of de- 
preciation is made liberal, the conserva- 
tive instincts of bankers would perhaps 
not be too violently outraged. 

Conspicuous among modern methods 
of securing simultaneously an audit con- 
trol over the operations of the bank and 
an accurate accrual of income and ex- 
pense, is a system which has been pat- 
ented under the name of the Adaptable 
System. This plan is something of a 
phenomenon, by reason of having run 
the gauntlet of the United States Patent 
Office and having been considered pat- 
entable; apparently the Patent Office 
was not at first friendly to it, but after 
a lengthy examination issued a patent, 
citing certain peculiar advantages in the 
system as their reason for so doing. A 
considerable number of banks in various 
parts of the country have now tried this 
plan for a sufficient length of time to 
show some remarkable results, both in 
the prevention of manipulation and in 
the provision of accurate daily figures 
of income and expense. 

The foundation of the system lies in 
a complete divorce of the auditing and 
operating departments. The former, 
working from duplicate copies of the 
ordinary records of the activity depart- 
ments, sets up independent records from 
which it first checks the original trans- 
action, and then so analyzes it that the 
audit department is in a position to ex- 





ercise a check upon the transaction 
throughout the entire course of its sub. 
sequent history. At the same time the 
resultant income or expense is broken 
down into daily units which serve as q 
basis for the daily statement on an ac. 
crual basis. Different methods are fol. 
lowed with the different classes of earn. 
ing assets, and some extraordinary 


agreements have been achieved between - 


the figures thus accrued by the audit de. 
partment in advance of transactions and 
the actual record of transactions made 
by the operating departments. 

The main sheet shows a condensed 
summary of the day’s operations and of 
the present condition of the bank. Two 
columns show the true income and ex- 
pense ; two other columns show the cash 
receipts and disbursements; the comple- 
tion of the double-entry record requires 
the setting up of all income receivable 
or expense payable and of unearned in- 
come and expense prepaid. This sheet 
ties in with the bank’s general ledger by 
means of a control account, thus main- 
taining a check on the auditing depart- 
ment itself. 

Certain supplies and accessories are 
commonly furnished with the system to 
facilitate its operation and to reduce the 
arithmetical and other clerical labor. 
The scheme is not primarily intended to 
be a labor-saving device, but rather to 
provide a more complete and accurate 
accounting than can otherwise be had. 
On the other hand, experience seems to 
show that it does not involve apprecia- 
bly more expense for clerical help than 
other systems of internal audit and 
check which purport to be complete. 


Arrangement of the Operating 
Statement 


Some controversy has occurred among 
bank accountants over the arrangement 
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of the more important items of the 
operating statement, especially those 
for interest income and interest expense. 
The point may be illustrated by two 
examples. 

The form of operating statement 
common among New England banks re- 
sembles that which is used by the Boston 
Federal Reserve Bank in reporting com- 
posite figures for all member banks; it 
is typically as shown in Table 1. 

















TABLE 1 
Interest and Discount Earned . |$108, 450) 
All Other Earnings........... 7,250 
Gross Earnings.......... $115,700 
Less Operating Expenses 
Salaries and Wages Paid...... $ 31,200) 
Interest Paid on Deposits... .. 14, 500 
Interest Paid on Borrowed 
Money. ...s+..s<s0ee eames 10, 400 
Rent, Taxesand Other Expenses} 36, 300) 
Total Current Expenses. . 92,400 
Net Earnings (before losses) $ 23,300 





It will be seen that all income is 
shown first and then all expenses, inter- 
est expense being listed with other ex- 
penses. Many banks in the New York 
territories, however, think that interest 
expense should be more directly corre- 
lated to interest income by being made 
an immediate deduction therefrom in the 
operating statement. The resulting 
form is as given in Table 2. 














TABLE 2 
Interest and Discount Earned. $108, 450 
Less Interest Paid on 
Is se 4 da seen $ 14,500 
Interest Paid on 
Borrowed Money......| 10,400] 24,900 
Net Interest Earned......... $ 83,550 
All Other Earnings........... 7. 350 
Gross Earnings.............. i$ 90, 800 
Less Operating Expenses i 
Salaries and Wages Paid...... $ 31,200) 
Rent, Taxes and Other 
SOUR, ccs ds: csnccewaeee 36,300} 67,500 
Net Earnings (before losses) . . $ 23,300 











Those who prefer the latter form 
argue from an analogy with the operat- 
ing statement of a mercantile concern, 
in which it is the custom to show the 
cost of merchandise sold as an immedi- 
ate deduction from income from sales, 
in order to get a gross profit or gross 
margin. The banker, it is said, sells 
funds or credit, receiving interest as in- 
come therefrom; he is at the trouble of 
procuring those funds, as a merchant 
must purchase merchandise, and in so 
doing the banker incurs a cost in the 
form of intcrest on deposits and bor- 
rowings. This cost of procurement of 
funds should, it is urged, be made an 
immediate deduction from the income 
from the sale of funds, and thus show a 
gross margin resulting from the bank’s 
handling of funds. 

It will readily be seen that there is no 
very complete analogy between the 
funds of a banker and the merchandise 
of a merchant, and the analogy becomes 
still thinner in the case of other services 
rendered by the bank, such as safe de- 
posit business or foreign exchange. 
Moreover, although interest expense is 
a direct result of the bank’s financial 
policy in the handling of money and 
credit, it is not altogether distinct and 
apart from the expenses of operating 
the bank. Suppose, for example, the 
bank officers desired to extend the busi- 
ness of their bank; they might seek to 
attract more accounts either by offering 
higher rates of interest, or by advertis- 
ing, or by offering additional services to 
their clients. Advertising and service 
costs would without question be included 
in operating expenses, and in so far as 
interest offered on deposits is a substi- 
tute for them, it also should be so 
treated. 

It does not seem that any very vital 
principle is involved in this controversy ; 
to the individual bank it will make little 
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difference which form it adopts. What 
is of some importance is that the state- 
ments of different banks should be com- 
parable, particularly in the case of banks 
in the same locality. The misfortune of 
having different practices exceeds any 
benefit which can come from the use of 
one form rather than the other. 


Composite Operating Statements 


Having agreed upon a desirable form 
of operating statement for the indi- 
vidual bank, the advantages of combin- 
ing the operating statements of many 
banks into composite figures may be con- 
sidered; a comparison of his own figures 
with these average figures will enable a 
banker to detect immediately any ex- 
penses which in his bank may be out of 
line. It is not expected by this process 
that all bank figures can be reduced to 
absolute uniformity; as already indi- 
cated, different policies may be followed 
with a view to increasing the business of 
a bank, and every bank must adapt it- 
self to the locality and clientele which it 
hopes to serve. One large bank was at 
one time concerned because its ratio of 
expense for salaries and wages, based 
on deposits, was higher than the preva- 
lent figure among banks in general; a 
very little investigation showed, how- 
ever, that this bank carried an unusually 
active foreign department, had exten- 
sive files of credit information from 
which it rendered considerable service 
to its own depositors and others, and 
had a number of other activities which 
placed it out of comparison with the 
average bank on the basis of deposits 
alone. Unless, however, a banker can 
find satisfactory explanations for the di- 
vergence of his own figures from the 
average, he is compelled to face the 
problem as to how his expenses may be 
brought into line. 


The Boston Federal Reserve Bank 
and most of the Federal Reserve banks 
in the country gather reports of the 
operating expenses of member banks 
and publish the results of their combi. 
nation into percentage figures. The 
base for these percentages is the total of 
loans and investments; in other words, 
the volume of business done. The first 
of these reports’ covered the current 
year 1921, and they have appeared 
regularly ever since. For purposes of 
comparison, banks were, in the first in- 
stance, classified according to their size; 
three groups were created, the first with 
loans and investments under one million 
dollars, the second with business from 
one million to ten million, and the third 
over ten million dollars. In subsequent 
reports five groups have been used; 
namely, those under half a million, those 
from half a million to a million, those 
from one million to two million, those 
from two million to ten million, and 
those over ten million. Moreover, a 
second and entirely new classification of 
banks has been added, namely, a group- 
ing according to the nature of their busi- 
ness; by this is meant the percentage of 
time deposits to total deposits; in other 
words, the proportion of their inactive 
to their total accounts. Five groups are 
created on this basis also; the first con- 
tains those banks having no time de- 
posits; the second contains banks whose 
time deposits are less than 25 % of their 
total deposits; the third, banks whose 
time deposits are 25% to 50%; the 
fourth, 50% to 75%, and the fifth over 
75%. Any one of the contributing banks 
is, therefore, in a position to compare 
its individual figures with the composite 
figures for banks in its own class both 





* The first report of the Boston Federal Reserve 
Bank was discussed in the Harvard Business Re- 
view, July, 1923, pp. 475-482. 
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as to size and as to the character of its 
business. 


Operating Expenses of Banks 


Some interesting results stand out 
dearly from these composite figures. 
The interest earnings of all these groups 
are remarkably steady, with a very 
slight tendency to increase as the per- 
centage of time deposits increases. 
Those with no time deposits earn an 
average of 5.7% on their loans and in- 


See 
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vestments, while those banks with over 
50% of their business in time deposits 
are able to make 6%; the latter group 
clearly is free to invest a larger percent- 
age of its funds in securities, bearing a 
relatively high rate of return. 

Coming to expenses, salaries and 
wages decrease rapidly as the number 
of inactive accounts increases; banks 
with no time deposits incur an expense 
of 1.5% of their total business for sal- 
aries and wages, whereas banks whose 
time deposits exceed 75 % of their total 










































































Chart I 
Earnings and Expenses of Banks 
Boston Federal Reserve District 
Percentages of Total Loans and Investments 
| 
Gross Earnings 
5.0 
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business are able to keep this item of 
expense down to.7%. A similar move- 
ment is noticeable in rent, taxes, and 
other expenses, which diminish from 
1.7% for banks with the active accounts 
te 1.0% for banks with the inactive ac- 
counts. A marked contrast is, of course, 
afforded by the item interest paid on de- 
posits; those banks with no time depos- 
its show a figure of only .2 % for inter- 
est paid, a figure which increases to 
3.0% for banks which receive over 75 % 
of their deposits upon time accounts. 
The net result of these contrary move- 
ments is that net earnings (before 
losses) decrease from 2.3% for the 
banks with active accounts to 1.3% for 
the banks with inactive accounts. 

As may be expected, the different 
groups of banks show much less regular 
tendencies when classified by size than 
when classified according to the nature 
of their business; there are, however, 
several fairly well marked trends which 
are worthy of note. Gross earnings 
have a slight tendency to diminish as 
banks grow larger; the upper and lower 
limits are 6.0% and 5.8%. Salaries and 
wages show an almost constant decline 
as the size of bank increases; from 1.5 % 
for banks whose resources are less than 
one-half a million, the figure decreases 
to 1.0% for banks whose resources ex- 
ceed ten million. Interest paid on de- 
posits shows a somewhat irregular in- 
crease from .5 % for the smallest banks 
to 2.4% for the largest banks, the fig- 
ure being 2.6% for banks with resources 
from two to five million dollars. Tak- 
ing this in conjunction with the same 
item in the classification of banks accord- 
ing to the nature of their business, it is 
evidently the large banks which carry 
the larger percentages of time deposits. 
Rent, taxes, and other expenses show 
the same tendency as salaries, decreas- 
ing by an almost steady movement from 
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1.7% to .9% with increasing size. The 
final result is that net earnings (before 
losses) make a steady decline as the size 
of the bank increases; from 2.2% for 
the smallest banks, net earnings diminish 
to 1.4% for the class of largest banks, 

The earnings and expenses of banks 
have shown great steadiness. As js 
shown by Chart I, there has been very 
little fluctuation since the unusual year 
of 1921. From that time to the end of 
1926 it cannot be said that there has 
been any marked trend. A slight ten- 
dency towards higher expenses and 
lower gross earnings has been compen- 
sated for by a lower percentage of losses 
charged off, resulting in net profits of 
marked stability. 


Departmental Operating Statements 


Some banks desire to have a closer 
analysis of their income and expenses 
than is obtainable from their general 
operating statement covering the entire 
bank. A subdivision of this general 
statement into departments is regarded 
by many bankers as a necessary part of 
their control of the different activities. 
of the bank. The preparation of such 
departmental statements is likely to be 
simpler in a large bank than in a small 
bank, for the reason that in the former 
the various functions are more definitely 
differentiated; specific offices are allo- 
cated to specific departments, and spe- 
cific employees are engaged for definite 
functions. In a smaller bank, on the 
contrary, the same individuals are likely 
to divide their time among a number of 
different functions, necessitating an ap- 
portionment of their salaries. Even 
when employees in a large bank are 
moved from one department to another 
to take care of peak loads of work, it 's 
likely to be done with some regularity, 
and a record made to show where their 
time is chargeable. 





— oO nt 


o 


ar 


= SS 





oo —- DD hee 





Departmental income statements do 
not necessarily correspond to physical 
divisions of the office space, nor to divi- 
sions of the bank along personnel lines. 
What is wanted is the income and ex- 
pense arising from each of the principal 
functions or activities of the bank; for 
example, for the commercial banking 
department, savings department, trust 
department, bond department, safe de- 
posit department, foreign department, 
investment banking department, and, in 
the case of national banks, the circula- 
tion activity. A smaller bank need not 
report separately for all these depart- 
ments, and a large bank often desires to 
make still further subdivisions. 

The summarizing of the income aris- 
ing from each department’s activities is 
a simple routine matter, the most im- 
portant division usually being that be- 
tween income from savings and deposits 
and income from commercial deposits 
subject to check. In Massachusetts, 
banks under state jurisdiction are re- 
quired by law to report the rate of earn- 
ings on all funds derived from savings 
deposits, showing the amount invested 
at each rate of earnings; if the amount 
invested to yield over 6% seems to the 
bank examiners to be disproportionately 
large, inquiries into the character of the 
bank’s investments are likely to ensue. 
The amount of gross earnings of the 
savings department is thus easily avail- 
able for the computation of the results 
of that department’s operations. But 
in many states there is no such law, and 
national banks are not required to keep 
these figures, though many of the larger 
and more intelligent of them do so for 
their own management purposes; they 
cannot well gauge the results of the two 
departments without segregating the in- 
come of each. The fact that of banks 
reporting to the Boston Federal Re- 
serve Bank the earnings of banks with 
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no savings deposits is 5.7%, against the 
6% of those with mostly savings de- 
posits, indicates that the spread between 
the two earning rates is not very large; 
but it must be remembered that an 
amount equal to three-tenths of one per 
cent of a bank’s total investments will 
pay a lot of expenses. At any rate, this 
segregation enables the profitableness 
of the savings department to be ascer- 
tained, and the fact that the net earn- 
ings of banks with a large proportion of 
savings deposits is so substantially less 
than the rate earned by those with 
mostly commercial deposits, in spite of 
the higher rate of gross earnings on 
the former, raises at least a question 
whether the banks are not paying too 
high a rate of interest on the savings 
deposits. It rather looks as if this class 
of business tends to be regarded as that 
sort of extra business which “helps to 
carry the overhead,” and may, there- 
fore, be taken at a lower rate—a policy 
which may result satisfactorily as long 
as most of the banks do the same thing, 
but which can develop into a somewhat 
disastrous form of competition if the 
point is reached where all business is a 
side line to some one or other of the 
banks. 

At any rate, analysis is not ordinarily 
carried further in the savings depart- 
ment; its aggregate result having been 
found, the assumption is made that the 
various accounts are equally remunera- 
tive, and computations on individual ac- 
counts are not made. Since this class of 
business is so uniform in its behavior, 
the assumption is probably well founded. 

The distribution of expenses may be 
effected by means similar to those fol- 
lowed in the departmental distribution 
of factory burden. Each department 
has certain direct expenses which may 
easily be determined; beyond that, ex- 
penses which are common to several de- 
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partments or activities must be allocated 
among them on a reasonable basis, and 
the general bank overhead must also be 
apportioned. There is in practice a wide 
variety in the extent to which such ex- 
pense items are charged specifically to 
departments; in some banks most of the 
expense items are prorated to depart- 
ments upon a basis appropriate to that 
item, leaving only a relatively small 
residue to be regarded as general over- 
head; in other cases all expenses other 
than the direct departmental charges 
are grouped together as overhead and 
are prorated to departments upon some 
arbitrary basis. Clearly the more accu- 
rate results are to be obtained by the 
former method. 


General Overhead and the Account 


Much discussion takes place as to the 
treatment of general overhead, that part 
of the bank’s expenses which cannot be 
allocated directly to the departments 
carrying on the banking activities. Two 
main questions arise, the first one be- 
ing whether such overhead should be 
charged to the departmental and ac- 
count costs, and secondly, if it is to be 
charged, on what basis the distribution 
should be made. In considering this 
question it is necessary to bear in mind 
not only the accuracy of the procedure 
adopted, but also the applications which 
are to be made of the results. Some of 
the larger banks, for example, consider 
it a source of weakness to sit down to 
convince a customer that his account is 
unprofitable, if the charges to the ac- 
count include items of general overhead 
which seem to the customer to have lit- 
tle relation to his business with the bank. 
He is apt to feel aggrieved if the cost 
of magnificent bank quarters, of high 
salaried general officers, and of luxuri- 
ous automobiles are charged to his ac- 


count. It is possible that, if he were not 
already a customer he might allow him. 
self to be persuaded that such a bank 
could render him better services and 
with greater security than another 
bank; but being already a customer a 
less satisfactory impression is made on 
him if specific charges for such overhead 
costs are made to his account, with the 
result of his being requested to main- 
tain a larger balance or agree to some- 
thing else which will make his account 
more profitable. For these reasons 
some banks have chosen to leave the gen- 
eral overhead out of the reckoning of 
account costs, and have relied on their 
general profits to cover the overhead. 

Nevertheless, these expenses must be 
carried by the bank, and met out of its 
banking revenues. If one account makes 
no contribution to them, other accounts 
are making a proportionately larger 
contribution. The question is mainly 
one of the tactfulness with which the re- 
sults are laid before the customer. If 
the overhead charges are omitted, and 
the account still seems unprofitable, 
there is little objection which the cus- 
tomer can make; the computations have 
been made on the basis most generous 
to him. If, on the other hand, all over- 
head has been included, there should be 
correspondingly less insistence on the 
strict logic of the results, and a more 
generous application of them to the 
customer. 

If the everhead is to be distributed 
to departments, it is usually done on one 
of three bases, either (1) in proportion 
to the gross income of the departments, 
or (2) in proportion to the gross in- 
come after deducting interest paid by the 
department, or (3) in proportion to the 
total expenses charged directly to the 
different departments. The two latter 
of these are likely to give the more sat- 
isfactory results. 








The Cost of Handling Accounts 


Having distributed the general bur- 
den expenses to the various depart- 
ments, and there added them to the 
direct costs of the departments, it is 
next necessary to find the method of 
charging these departmental total costs 
to the services rendered within the re- 
spective departments. In the bank- 
ing departments these services center 
around the handling of accounts of cus- 
tomers, and the objective is to determine 
the cost of handling an account. This 
cost is usually resolved into two main 
parts. The first part consists of the 
cost of opening the account and carry- 
ing it on the books without any activity. 
The cost incurred in doing this is clearly 
the same for all accounts, and the total 
cost of this part of the work may, there- 
fore, be divided by the total number of 
accounts handled, and a per account 
cost computed. This figure is variously 
stated by different banks at from $3 to 
$5 per account, with the lower figure 
most common; in fact, the committee on 
bank costs of the New York State Bank- 
ers’ Association recommends that bank- 
ers save themselves trouble on this point 
by adopting a uniform account charge 
of $3, the total of which will be de- 
ducted from the total expenses of the 
department, leaving the balance to be 
distributed according to the activity of 
the accounts. 


The Cost of Items 


These activity costs evidently are re- 
lated to the number of items handled. 
In many cases all items of every descrip- 
tion are assembled into one total which 
is divided into the total activity cost of 
the department to obtain a uniform per 
item cost, which normally averages from 
three to five cents per item. Other 
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banks have worked out different costs 
for different types of items, such as 
check payments, deposits, notes, in town 
and out of town items, checks on own 
bank, and checks on other banks in the 
clearing house. The latter is one of the 
striking examples of wide divergence in 
item costs, a check drawn on the bank 
itself costing normally about four cents 
to handle, whereas a check drawn on an- 
other bank in the clearing house can be 
handled for approximately one cent. 
Such wide divergences clearly call for 
notice in any bank which is going very 
far into this subject. The majority of 
banks have, however, contented them- 
selves with a uniform per item figure. 

Another group of costs which some 
banks have segregated includes the ex- 
penses of loaning or investing the de- 
positors’ money. The total expenses of 
the loan department, plus the proper 
proportion of the salaries of officers who 
make investments, plus a share of the 
general expenses, will make up the cost 
of this function. This total cost, ap- 
plied on the loanable funds on a per- 
centage basis, makes a charge to each 
account which may run between $1.50 
and $2.50 per $1,000 of net loanable 
funds. 


Income from an Account 


For the purpose of computing what 
an account is worth, gross, to the bank, 
it is necessary to ascertain how much 
loanable money the account supplies; 
this available sum is considerably less 
than the average balance of the account. 
In practically every account there will 
constantly be items outstanding which 
have not yet been collected, and the pro- 
ceeds of which are not yet available to 
the bank—the items commonly called 
float. This amount is ascertained by 
classifying the items passing through an 
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account in any one month into those ance, using a total of 15% in Federal 
which can be collected in one day, in Reserve cities, and 11% in other cities, 
two days, in three days, and so on; from When this amount has been deducted 
which may be computed the totalamount from the previous figure, the amount 
which will be unavailable to the bank, available for investment by the bank js 
though credited to the customer’s ac- obtained. The calculation is approxi. 
count, on a per day basis. This amount, mately as follows: 

deducted from the total of the daily bal- 








ances for the month, and divided by 30 Average daily balance................. $16, 200 
days, affords the average daily balance “ “' float—uncollected items... 3,000 
after allowing for the float. All of this, «“ — — collected balance......... $13,200 
however, is not available for invest- Less 117% for legal and cash reserve.....__ 1,200 
ment; the legal and thee each penerves Average loanable funds................ $12,000 
must be provided. Some banks make a 
deduction for the legal reserve only, Account Summary and Analysis 

13 % in Federal Reserve cities and 10% The net results of an account may 


in other cities; other banks add some-_ then be summarized as shown in Chart 
thing to this for the necessary cash bal- II. 






































Chart II 
Account Analysis 
Name Date 
Borrowing particulars 
Average daily ledger balance for one year past $ 
Average daily collected balance for one year past $ 
Average daily loanable funds for one year past $ 
Profit and Loss 
Month January February March April 





Gross Amount Earned 
Less Interest Paid 
Gross Profit 

Less Account Cost 
Less Item Costs 

Less Investment Cost 
Net Profit 


Notes 
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From this form the results of the ac- 
count may be seen for a series of months. 
The Gross Amount Earned will be com- 
puted upon the loanable balance of the 
account at the average rate of interest 
earned by the bank on all its earning 
assets. From these gross earnings are 
successively deducted the interest paid 
on the account, and the expenses of han- 
dling it, upon whatever basis has been 
adopted. A net profit or loss for each 
month results. 

What net rate of earnings should the 
bank expect, on the average, to make 
upon an account? As a criterion, the 
bank may use its own average rate of 
earnings upon its invested capital, or 
the average rate of earnings shown by 
banks in its Federal Reserve District. 
If from either of these sources it derives 
a figure of 8% on combined capital and 
surplus, and if its deposits are normally 
five times its own capital and surplus, 
then the rate of 8% must be divided by 
6, yielding the figure of 14% as the 
rate to be realized on all its available 
funds. Thus suppose a bank to have: 


bs 





Total Capital and Surplus......... $ 5,000,000 
Total Dap. 6.ois.i. dob eee 25,000,000 


Total Funds available for investment $30,000,000 





If then a rate of 8% onthe $5,000,000 
is considered satisfactory, the annual 
earnings must be $400,000. This sum, 
computed as a percentage on the total 
funds of $30,000,000, gives 114% as the 
average rate to be made. If, as dis- 
cussed elsewhere, the general overhead 
has not been included in the charges to 
the account, then the average account 
yield must be enough greater than 14% 
to cover the overhead as well as yield 
a good return. Accounts yielding below 
this rate must be regarded as subnormal. 

Having computed the total cost of an 
account, and the income which it yields 





to the bank by the investment of its 
available funds, it is necessary for the 
bank to determine what policy it will 
pursue upon the basis of the information 
thus yielded. It may be said at once 
that few banks make a rigid practice of 
dropping accounts which seem to be un- 
profitable; effort is rather directed to- 
wards converting the account into profit- 
able business. There are several direc- 
tions in which moves may be made to this 
end. If interest is allowed on the ac- 
count, one of the first steps is to demon- 
strate to the customer that such interest 
cannot be continued at the same rate, or 
may be entirely abolished. Interest pay- 
ments are often the largest single ex- 
pense of the bank; any reduction in the 
rate paid may total to a considerable 
amount, and convert many otherwise 
unprofitable accounts into satisfactory 
ones. Other possible steps are to induce 
the customer to keep a larger average 
balance, or to reduce the activity of the 
account. Failing all of these measures, 
a charge for services may become neces- 
sary, but most banks will exhaust all 
other possibilities before resulting to 
this somewhat irritating step. In some 
cases such a charge may be regarded as 
a form of notice from the bank to the 
customer that the bank is prepared to 
lose the account unless it can be made 
more profitable. 

No inflexible rule can be applied to 
such analyses. The bank officers will 
always consider the intangible values at- 
taching to the account, as well as the 
direct return from it. The prestige 
gained from the control of a volume of 
funds, the fact that, while Mr. A’s per- 
sonal account is not very profitable, he 
has brought in several good customers, 
or is an officer in a corporation whose 
account is profitable, or is expected to 
develop into a valuable customer—these 
and a hundred other considerations will 
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lead a bank not only to tolerate, but to 
welcome accounts which on a strict an- 
alysis seem unsatisfactory and unprofit- 
able and promise to continue so. 

Few banks will find it worth while to 
make a detailed analysis of every ac- 
count; it becomes, therefore, a matter 
of selection to determine which accounts 
shall be examined. In general it will be 
found desirable to analyze all the larger 
accounts, and all those accounts which 
involve unusual activities. If there are 
an exceptional number of items, if the 
items remain uncollected beyond a nor- 
mal period, if the customer desires spe- 
cial check books or other special serv- 
ices, if he borrows considerably from 
the bank or in any other way brings 
himself into prominence, his account is 
likely to be analyzed to determine its 
profitability. The majority of such ac- 


counts are likely to be analyzed regy. 
larly every month so as to have them 
under constant observation. 

It is possible to work out certain short 
cuts which will enable a rapid examina. 
tion to be made of a large number of 
accounts, sufficient to indicate whether 
they are reasonably satisfactory; if not, 
they can be examined in greater detail, 
These short cuts consist in the prepara- 
tion of tables which show in summary 
form the net profit resulting from 
accounts carrying balances of certain 
amounts, with various numbers of items 
going through, at different yields to the 
bank and paying different rates of in- 
terest to the customer. The tables may 
be drawn to show what amount of bal- 
ance will be required in the account to 
make it profitable, if in other respects it 
is to continue as at present. 
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INDEXES OF THE STOCK-SALES 
RELATIONSHIP IN RETAIL STORES’ 


By CARL N. SCHMALZ 


I 


HE importance of maintaining 

the proper relationship between 

stocks (merchandise inventories) 
and sales in retail stores is generally 
recognized. Nevertheless, retailers are 
not yet provided with indexes of this 
relationship that are well suited to their 
needs. 

The ideal stock-sales relationship is 
achieved when a store avoids losing 
sales because of lack of merchandise and 
at the same time avoids losing profit be- 
cause of having too much merchandise. 
A merchant who achieves, or even ap- 
proaches, this ideal finds that the ex- 
penses of operating his store are much 
lower than they otherwise would be, and 
that the shrinkages in margin arising 
from mark-downs in retail prices are 
greatly curtailed. Besides, since correct 
stocks almost always are fresh stocks, 
he usually finds that his customers re- 
spond to the appeal of adequate, new 
merchandise, and that the advantages 
of larger sales volume are added to 
those of efficient operation. 

_The creation and maintenance of this 
nice adjustment involve the reconciling 
of so many factors that considerable and 
constant effort is required. That work, 
however, can be facilitated markedly by 





1 All businesses which must coordinate stocks of 
goods with sales, requisitions, or purchases have 


problems similar to those of retail stores here de- 
scribed, 


2 
Frequently called “rate of turnover” or “turn- 
° ” 
over.” The use of the word “turnover” in this con- 
nection should be abandoned for two reasons. First, 


the provision of proper tools in the form 
of indexes of the stock-sales relationship 
and by a clear understanding of the 
characteristics, uses, and limitations of 
those indexes. 

In view of the importance of the 
problem and the difficulties in the way 
of its solution, one would expect that 
authors, accountants, and store man- 
agers would have given much attention 
to the providing of such tools, as well as 
to the discussion of their characteristics 
and uses. Apparently neither has been 
done. 

Thus far, only one index of the stock- 
sales relationship, the rate of stock- 
turn,” has come into anything like gen- 
eral use. Of sixteen books on general 
and retail accounting which the author 
has recently consulted, only two so much 
as mentioned any other stock-sales in- 
dex, and neither of these appeared to 
endorse the alternative index or to 
recognize that it might be especially 
useful for certain work. No book of the 
sixteen included a discussion of the ad- 
vantages and disadvantages of various 
indexes. 

On the other hand, my own experi- 
ence and the experiences of others indi- 
cate that the rate of stock-turn has 
weaknesses which place important limi- 
tations upon its usefulness in retail store 





many merchants take it to mean sales volume. Ob- 
viously, there is unnecessary confusion when the 
same word is used to describe a ratio or quotient 
and one of the quantities used in computing that 
quotient. Second, since the word “turnover may 
be used correctly in connection with the “turn” of 
capital, accounts, or what not, it must usually be 
qualified if it is to convey a definite meaning. 
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management, and they indicate the need 
for at least one other index to perform 
functions which the rate of stock-turn 
cannot perform. This need may be well 
filled by one index, the stock-sales ratio, 
which is now being introduced, and 
which supplements the rate of stock- 
turn surprisingly well, so that the two, 
used in conjunction, meet the outstand- 
ing needs of the retailer. 


II 


The rate of stock-turn has been vari- 
ously defined, but retailers are generally 
agreed that the figure should indicate 
the number of times which merchandise 
equivalent to the average stock on hand 
during a given period has been sold and 
replaced during that period. 

The notion that the rate of stock- 
turn shall reflect the turn of the average 
stock is fundamental.* This fact is of 
vital importance to the present discus- 
sion, for it is the basis of the most im- 
portant limitations upon the use of the 
rate of stock-turn in retail store control. 

There is some lack of agreement re- 
garding two questions: whether the 
stock and sales figures used in computing 
the rate of stock-turn should represent 
fiscal or physical units; and, if the 
former units are used, whether the stock 
figures may reflect cost values and the 
sales figures retail values. The first 





3 Of course, at least two stock figures must be 
available if an average is to be computed. Usually, 
when only two figures are used, they are the begin- 
ning and ending inventory figures. It is generally 
believed that the more frequently the value of the 
stock can be ascertained and the more stock figures 
there are available for averaging, the more ac- 
curate will be the stock-turn rate computed. In 
practice it is assumed that monthly data are neces- 
sary for rates of real significance, but that monthly 
data give sufficiently accurate results. 


* Progressive stores are rapidly adopting the re- 
tail method of inventory which provides them with 
the values of stocks at retail prices. Throughout, 
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question is usually decided in favor of 
fiscal units. Rates of stock-turn based 
upon values have wider application and 
fiscal data are more generally available. 
With regard to the second question, the 
best American thought and practice js 
to value both stock and sales at either 
cost or retail‘ prices, never one at cost 
and the other at retail. 

There is need for a standard, inclusive 
definition of the rate of stock-turn. The 
following definition is proposed and js 
used throughout this article’: 


The rate of stock-turn is the number of 
times that merchandise equivalent to the aver- 
age stock on hand during a given period is sold 
and replaced during that period. The rate of 
stock-turn is the quotient computed by divid- 
ing figures representing the average stock into 
figures representing the sales, all figures being 


expressed in the same units. The period 


chosen may be of any length and either fiscal 
or physical units may be used to measure stock 
and sales. In the absence of definite state- 
ments to the contrary, however, it shall be 
assumed (1) that the period covered is one 
year and (2) that fiscal figures are used. 


This definition must be kept firmly in 
mind during the discussion of the ad- 
vantages and disadvantages of the rate 
of stock-turn as a control device in 
retailing. 

Indexes of the relationship between 
stock and sales in retail stores are used 
by two groups of persons: (1) the group 
interested only in general, and usually 





this paper assumes that both stock and sales figures 
are available at retail. For figuring the rate of 
stock-turn apparently it makes no difference whether 
cost or retail figures are used. See McNair, Retail 
Method of Inventory (Chicago: A. W. Shaw Com- 
pany, 1925), p. 122. 


5 This definition is suggested as the standard for 
retail stores. Other businesses should use “turn- 
over” merely as a generic term requiring qualifica- 
tions, such as “turnover of capital,” “turnover 
accounts,” and the like, in order to refer to any 
turnover index, and they should use “stock-turn” 
as the standard name for the ratio between stock 
and sales described here. 
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infrequent, appraisals of the condition 
of retail businesses, and (2) the group 
‘nterested in detailed, specific, and fre- 
quent information for purposes of con- 
trol. 

The first group includes persons both 
inside and outside retail stores, but the 
point of view of the group is better 
typified by those outside, such as bank- 
ers, creditors, stockholders, and accoun- 
tants. These people want to know once 
a year, or once in six months, whether a 
store is being well managed and whether 
stocks are being kept in approximately 
the correct relationship with sales; they 
want to know what conditions have pre- 
vailed on the average during fiscal 
periods; they want to make general 
comparisons among firms, industries, or 
periods; and they want to know what 
conditions will or should prevail, on the 
average, in the future. The higher ex- 
ecutives of large stores, such as chair- 
men of boards of directors, presidents, 
and treasurers, have similar problems. 
Speaking generally, the needs of this 
group are met satisfactorily by the rate 
of stock-turn. 

The men actively engaged in day-to- 
day control of stocks (the controllers, 
merchandise managers, and buyers of 
the large stores and the owners of the 
small stores) comprise the second group. 
l'hese men occasionally find it necessary 
to obtain a detached, long-run summary 
of their work, and at such times their 
needs are essentially the same as those 
of the first group. For the most part, 
however, their problems are the prob- 
lems of current control, and the rate of 
stock-turn is not at all well adapted to 
solution of these problems. The mem- 
bers of this group must not merely learn 
whether stocks and sales have borne the 
Proper relationship to each other over a 
period in the past. They must learn 
what condition prevails in the immediate 


present. Besides, they must get the two 
variables into the desired relationship 
and keep them there. This work re- 
quires the use of stock-sales indexes: ; 


1. Which may be used easily in the estab- 
lishment of sound standards; 

2. Which show the relationship between 
stock and sales at given times during the past, 
especially the recent past, and not merely con- 
ditions which prevailed on the average over 
periods in the past; 

3. Which make possible estimates of the 
condition of stocks in the present based on the 
outlook for sales in the immediate future; 

4. Which may be used easily in the prepara- 
tion of merchandising budgets and in the ad- 
justment of budgets when actual conditions 
differ from anticipated conditions; and 

5. Which yield data in such form that 
judgments may be reached quickly and easily, 
that the amounts of any deviations from nor- 
mal will be clearly evident, and that it will be 
easy to perceive when undesirable conditions 
have been corrected. 


The rate of stock-turn satisfies only 
the first and the fifth of these five re- 
quirements, and in those cases gives 
results which cannot be used readily for 
internal current control. Its failure in 
each of the other three is due almost 
entirely to the characteristic which 
makes it attractive and serviceable for 
people with the external point of view, 
namely, the fact that it reveals an aver- 
age condition over a period, not a con- 
dition at a given time. 

The outstanding weakness of the rate 
of stock-turn as an aid to stock control 
is its failure to fulfill the second and 
third requirements. It does not show 
the relationship between stock and sales 
at given times in the past, and it cannot 
be used to estimate the condition of 
present stock on the basis of probable 
future sales. No matter how short the 
period for which it is computed (one 
month is generally the shortest), the 
rate of stock-turn gives no indication of 
whether the stock at the end of the 
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period (represented by the most recent 
stock figure available) is too large or 
too small; it tells only whether the aver- 
age stock has been too large or too 
small. In using the rate of stock-turn 
for current control, one must assume 
that if the rate of turn is right, the exist- 
ing stock is right, an unwarranted and 
dangerous assumption. The rate of 
stock-turn may be precisely right for a 
given period, and yet stocks may not 
have been in the desired relationship 
with sales at any time during the period. 
If one uses cumulative stock-turn fig- 
ures, one is no better off. When a mer- 
chant finds his business in the middle of 
an accounting period with the rate of 
stock-turn running too high or too low, 
he can achieve the desired rate for the 
period only by erring in the opposite 
direction for the rest of the period. 
Such control yields the desired rate of 
stock-turn, but it is based on the assump- 
tion that “two wrongs make a right,” 
which, of course, is absurd.® 

Similar difficulties make it well-nigh 
impossible to use the rate of stock-turn 
effectively in the making and adjusting 
of budgets. For both of these tasks 
one needs indexes of the conditions 
which should exist at given times, not 
during given periods. In making mer- 
chandising budgets, for example, a store 





®In practice, one encounters other objections to 
the rate of stock-turn. For example, rates smaller 
than 1 are confusing and awkward, as are rates 
computed for periods less than one year. The latter 
difficulty is not eliminated either by indicating the 
rate per annum at which stock turned during the 
period or by the device of the moving year. In 
using the former method, one is constantly tempted 
to assume that because stocks have turned at a 
given rate for a part of the year, the rate for the 
full year will be similar. This is quite unjustified 
in view of the wide variations in monthly turns 
during any given year for most lines of goods. In 
using the latter method, one is still handicapped by 
the fact that the rates of turn portray average con- 
ditions over the twelve months just ended and give 
no clue to the existing situation. 
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manager starts by estimating the sales use if 
and the mark-downs, usually for a «ix Fi 
months’ season, and then he attempts to the f 
budget the stocks so as to provide the inter 
proper stock-sales relationships. Knoyw. a me¢ 
ing the desired rate of stock-turn for existi 
the period and the planned sales for the be us 
period, he can easily compute the de. not i 
sired average stock for the period. If Neit 
he is to keep stock and sales in proper be 1 
balance, however, the store manager able 
must plan what stocks he is to have at not 

certain times during the period, usually he Ci 
the ends of the several months. When tion 
he tries to establish these end-of-month cann 
stocks which will produce the desired ay- shou 
erage stock, he finds the seasonal stock- may 
turn useless. He must set the monthly dest 
stock figures arbitrarily. If one has T 
monthly stock-turn figures he can estab- avel 
lish the monthly stock figures arithmet- ada| 
ically,* but such stock figures are proper pict 
standards only (1) when the beginning avel 
stock bears the proper relationship to not 
sales in the first month of the season and pro 
(2) when the seasonal fluctuation of sat 
sales in the period for which the plan is sto! 
being made is the same as that in the kee 
period on which the stock-turn rates Just 
were based. Neither of these conditions ser’ 
is often fulfilled. We should conclude lon 
that rates of stock-turn, even monthly ing 


rates, are not satisfactory indexes for wh 
me! 


7 Assume planned sales for six months of $90,000, hor 
a desired stock-turn of 2.0, and a beginning stock of mu 
$90,000 — $45,000, tim 
; sal 





$39,000. The average stock is 


The total of the seven monthly stock figures is 
$45,000 X 7 = $315,000. The total of the stocks at aln 
the ends of the six months is $315,0v0 — $39,000 = 
$276,000. This amount must be distributed between 
the six dates arbitrarily. 

8 The stock at the first of February is known, 4s 
are the sales and the desired rate of turn for that 
month. The closing inventory can be computed 

Sal 

easily. | Seckeoe = average stock; then (average 
stock X 2) —first-of-month stock = end-of-month 
stock.] This process may be repeated for the re 
maining months. 














use in budgeting. 

Finally, the rate of stock-turn meets 
the fifth requirement only when one is 
‘nterested in average stocks. By its use 
a merchant cannot determine whether 
existing stocks (the stocks which must 
be used in any control action) are or are 
not in the proper relationship with sales. 
Neither can he learn what stock would 
be ideal at a given time. He may be 
able to make close guesses, but he can- 
not achieve precise knowledge. Since 
he cannot find the amount of the devia- 
tion of actual stock from ideal stock, he 
cannot know precisely what action 
should be taken or whether action that 
may have been taken has achieved the 
desired results. 

The rate of stock-turn, then, reflects 
average conditions. As such it is well 
adapted to the uses of persons who want 
pictures of conditions prevailing on the 
average over given periods. People 
not concerned with current managerial 
problems in stores find this index quite 
satisfactory for their purposes. Men in: 
stores charged with responsibility for 
keeping sales and stocks in proper ad- 
justment find the rate of stock-turn of 
service only when they want to take a 
long-run point of view, as when review- 
ing the performance for a period or 
when determining whether a maladjust- 
ment is of long standing. More often, 
however, these men want to know how 
much stock should be on hand at a given 
time to provide for a given volume of 
sales. Here the rate of stock-turn is of 
almost no service. No matter how short 
the period for which it is computed, the 
rate of stock-turn is an average, and it 
is incapable of indicating conditions, 
either past, present, or desirable, as of a 
given instant. The retailer needs an in- 
dex which will do this if he is to get ade- 
quate current control of those operations 
relating to sales and stocks. 
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III 


Within the last few years, the stock- 
sales ratio has been developed independ- 
ently by several students of retailing in 
order to provide an index which avoids 
the limitations of the rate of stock-turn. 
Where the latter index presents the re- 
lationship existing between average 
stock during a given period and sales for 
that period, the stock-sales ratio pre- 
sents the relationship between stocks at 
@ given time and sales during a given 
period. All objections arising from the 
use of averages in computing the rate of 
stock-turn thus are avoided, and the in- 
dex secured is of much greater utility for 
most tasks of retail store control. 

This new index has yet to be clearly 
defined and to receive a generally ac- 
cepted name. The men using it appear 
to agree only upon the general form of 
computation, that the index shall be 
computed by dividing the sales figure 
into the stock figure, and that the stock 
figure shall represent the inventory at a 
given instant rather than the average in- 
ventory during a period. There are im- 
portant differences of practice regarding 
the stock figure to be used (whether the 
one representing stock at the beginning 
of the sales period or that representing 
stock at the end of the sales period) 
and regarding the name of the index. 
Also, there is some tendency to use for 
the divisor sales for u day or a week. 
Undoubtedly, monthly data are em- 
ployed with much greater frequency, 
however, so that such usage should be 
looked upon as standard practice. When 
other data are used, there should be spe- 
cific statements to indicate that fact and 
thus avoid misunderstanding. 

Thus far, end-of-period stocks appear 
to have been used generally in comput- 
ing the ratios. The reasons for this are 
three: 








re 
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1. Practically all monthly stock reports in 
retail stores give the data as of the end of the 
month, seldom as of the beginning ; 

2. In the planning, checking, and control- 
ling of stocks, many retailers are accustomed 
to think of the desirability of having a given 
stock at the end of a period, of getting the 
stock down to the desired figure at that time. 

3. End-of-month figures are always the 
most recent figures available regarding the 
amount of stock on hand, so that ratios com- 
puted by the use of end-of-month figures have 
the appearance of being the most recent data 
on the relationship between stock and sales. 


Doubtless the first two reasons have 
had greater influence than the last. It is 
probable that habit and form of data, 
rather than reasoned conviction that 
end-of-month ratios constitute a supe- 
rior index, have decided men to compute 
end-of-month ratios. 

Careful consideration of the problem, 
however, leads to the conclusion that 
ratios based on first-of-month stocks are 
of much greater value. The stock on 
hand at a given time is correct, heavy, or 
light, depending upon the relationship it 
bears to sales in the immediate future. 
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Its relationship to sales in the period 
just past is of little or no consequence. 
Stores carry stock not because they have 
just made sales but because they expect 
to make more sales in the future, and the 
amount of stock carried depends for the 
most part® upon the amount of sales 
that they expect to make.’ 
Logically this appears to be sound, 
and it points to the superiority of the 
first-of-month ratio. In order to see 
whether, in practice, the first-of-month 
ratio gives better results than the end-of 
month ratio, the author has made 
studies of the actual data for several de- 
partments in a number of stores. Charts 
I and II show the results of two of 
these studies. In each study, stock-sales 





® This qualification is necessary because the stock 
carried in slack seasons may be larger than would 
be carried at those times if the sales in the peak 
months were not so large. In general, however, the 
proposition holds, 


10 “Stock control rests, in the first place, on esti- 
mated requirements for the future.” Kester, Ac- 
counting—Theory and Practice (New York: The 
Ronald Press Company, 1922), Vol. I, p. 426. 
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ratios were computed on both the first- 
of-month and the end-of-month bases 
for all stores and months for which data 
were available. Next, the typical first- 
of-month ratio and end-of-month ratio 
for each month were found by averaging 
the proper ratios for the individual 
stores. These average ratios were 
treated as ideal or standard ratios. The 
final step was the calculation of ideal 
stocks for one of the stores by the use 
of both ideal first-of-month ratios and 
ideal end-of-month ratios. This in- 
volved a simple multiplication operation, 
the ideal stock for a given date being the 
sales for the following month or the 
preceding month multiplied by the 
proper first-of-month or end-of-month 
ratio, respectively. 

For example, the final computations 
leading up to the data presented in 
Chart I are given in the tabulation at 
the top of the next column. 

In the charts, the sales data have 
been plotted at the mid-points of the 
spaces allotted to the several months, 
and the stock data at the boundaries of 
these spaces. 
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(Unit for Columns 2, 3, 5, and 6, $1,000) 


(rt) (2) (3) (4) (s) (6) 
Aver. Ideal | Aver. Ideal 
f.o.m.| Actual] f.o.m. | e.o.m.|Actual] e.0.m. 
Ratio | Sales | Stock | Ratio | Sales Stock 


























January 4-5 4-7| 21.2 
February 3-7 §.7| 21.1] 3.6 §-7| 20.5 
March 3-2 | 11.8] 37.8) 3.6] 11.8] 42.5 
April 2.6 8.9] 23.1] 2.8 8.9] 24.9 
May 3.0 8.9] 26.7] 2.9 8.9] 25.8 





It is quite evident that the ideal stocks 
set by the use of end-of-month ratios 
tend to have a backward relationship to 
sales, so that a merchant using them as a 
guide would tend to provide too much 
stock at the ends of months which have 
sales larger than common (this is a very 
real danger against which store man- 
agers cannot be cautioned too fre- 
quently), too little stock at the begin- 
nings of months having sales larger than 
common, and too much stock at the be- 
ginnings of months having sales smaller 
than common.*! On the other hand, the 
ideal stocks set by the use of the first-of- | 
month ratios almost uniformly avoid 





11 These last two conclusions are sound because 
in any one store two consecutive months rarely have 
sales larger or smaller than common. 
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these unfavorable results and provide 
the more logical condition in which 
stocks are large at the beginnings of 
months having large sales and small at 
the beginnings of months having small 
sales. ‘These conclusions are borne out 
by charts not here reproduced for other 
departments in other stores. 

It is particularly dangerous to use the 
end-of-month ratio for setting ideal 
stocks during periods when sales are de- 
clining or are increasing at rates smaller 
than normal. At such times, the end-of- 
month ratios tend to set ideal stocks that 
are too large. At times when sales are 
increasing faster than usual, the end-of- 
month ratios tend to set ideal stocks 
which are too small. 

The end-of-month ratios give reliable 
results only when the seasonal variation 
for the periods or stores on the basis of 
which the ideal ratios were established is 
the same as that for the periods or 
stores in which the ideal ratios are to be 
used. This condition is seldom fulfilled. 
Hence, it is almost impossible for one to 
use end-of-month ratios in the setting of 
sound standards. In that work one can 
hardly avoid employing data for pe- 
riods or stores having different seasonal 
fluctuations. If one uses first-of-month 
ratios to set standards, one encounters 
this difficulty to a much smaller degree. 
The reason is not hard to find. In set- 
ting his stocks for a given date, a mer- 
chant is governed by two considerations: 
probable sales in the immediate future, 
say the coming 30 days, and the neces- 
sity of building up or cutting down 
stocks because of sales in the more re- 
mote future. The former has consid- 
erably more weight than the latter. 
First-of-month ratios place emphasis on 
the relationship between stocks and sales 
in the ensuing month. The end-of- 
month stocks, when intelligently set, de- 
pend upon the same two factors just 
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stated, but the act of expressing these 
stocks as a ratio to sales in the preced. 
ing month introduces the error. 
Furthermore, if the end-of-month 
ratios are used, one must be constantly 
on the watch to see that the condition 
regarding agreement of seasonal varia. 
tion is fulfilled. It is not only more 
logical, but much simpler, therefore, to 
use first-of-month ratios in establishing 
ideal stock figures with which to com. 
pare actual stocks. In the interest of 
soundness and standardization of prac. 
tice, the stock-sales ratio should always 
be the ratio of first-of-period stock to 
sales, and this term should always be 
used to refer to a ratio so computed un- 
less otherwise specifically stated. 
Ratios of this general type have been 
called: 


1. Month’s (day’s, week’s) stock; 

2. Months (days, weeks) required to turn; 

3. Ratio of first-of-month stock to sales; 
and 

4. Stock-sales ratio. 
The chief disadvantage of the first two 
names is that they are inaccurate. The 
fact that the stock on the first day of a 
month is three times the sales during 
the month does not mean that the stock 
will be turned once in three months of 
selling. That would be true only if sales 
were made at the same rate until all of 
the stock was sold. Undoubtedly the 
men who use this term assume the quali- 
fying phrase, “sales continuing at the 
same rate.’’ Nevertheless, it would be 
better to call the ratio by a name indi- 
cating what it actually is. Most cer- 
tainly it does not represent the months 
required to turn the stock once; most 
certainly it does represent the ratio ex- 
isting between stock and sales. : 

Either the third or the fourth title 
is to be preferred to the first or second. 
The third had better be used if there is 
not going to be uniformity of practice. 
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It is definitely recommended, however, 
that practice be standardized and that 
the words “‘stock-sales ratio” be used to 
describe the ratio of first-of-month stock 
to sales, appropriate modifiers being em- 
ployed if the sales figures are for a pe- 
riod other than one month. 


IV 


In summary, it is recommended that 
the new or second index be defined as 


follows: 


The stock-sales ratio indicates the amount of 
stock on hand at the beginning of a period for 
each unit of sales during the period. ‘The 
stock-sales ratio is computed by dividing the 
stock on hand at the beginning of a period by 
the sales during that period, both stock and 
sales being expressed in the same units. The 
period chosen may be of any length and either 
fiscal or physical units may be used to measure 
stock and sales. Unless it is specifically stated 
otherwise, however, it shall be assumed (1) 
that the period is one month and (2) that 
fiscal figures are used. 


The advantages of the stock-sales 
ratio for purposes of internal control in 
retail stores have been indicated indi- 
rectly in discussing the disadvantages of 
the rate of stock-turn for that work. 
The disadvantages of the latter are 
caused by its being based upon an aver- 
age; the advantages of the former are 
due to the fact that it does not have the 
characteristics of an average. These ad- 
vantages of the stock-sales ratio are as 
follows: 


1. It provides a direct index of the stock 
which should be on hand (the ideal stock) at 
a given time. This may be expressed in the 
form of a ratio ( as 3.2), or in dollars ($3,000 
of sales X 3.2 = $9,600 of stock). Which- 
ever way the ideal stock be expressed, one 
can compute the percentage difference between 
it and the actual stock, thus indicating the 
percentage deviation from the normal or ideal 
condition. If the ideal be expressed in dollars, 
the difference in dollars may be computed. 
This gives the man in charge of stock control 
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as helpful and as easily understood an index of 
rae stock-sales relationship as could be asked 
or. 

2. It provides a simple way of planning the 
monthly stock items for the merchandising 
budget (one has merely to multiply the 
planned sales by the desired stock-sales ratios 
to get the ideal stocks) or of adjusting the 
budget to actual conditions. 

3. It is simple. 

4. It is well adapted to the setting of stand- 
ards. : 

In practice, the stock-sales ratio may 
be used to determine whether past per- 
formance was up to desired standards, 
to determine whether existing stocks are 
correct, and to budget future stocks. In 
all cases, the method is to apply the 
standard ratio for stock at the beginning 
of a month to the sales, actual or esti- 
mated, for that month. This yields a 
figure for desired or ideal or justified 
stock. When budgeting, the work ends 
here. When judging the correctness of 
past or present performance, this ideal 
stock is compared with the actual stock. 

The great majority of the questions 
arising in connection with the day-to- 
day control of stocks in a retail store 
may be summarized in the one question, 
“In view of present sales and probable 
sales for the immediate future, how 
much stock should be on hand now ?” 

Since the end-of-month ratios are not 
reliable, and since final sales figures for a 
given month cannot be ready before the 
first day of the fo'lowing month, the 
merchant who insists upon trying to an- 
swer this question by using only figures 
representing actual accomplishment can 
never determine the stock-sales relation- 
ship for a date more recent than 30 days 
previous.!* This is much more satisfac- 





12 He could use a weekly or bi-weekly stock-sales 
ratio, but it is likely that either of these periods is 
so short as to preclude the obtaining of significant 
ratios or effective control. The cost of working 
with weekly ratios would, of course, be somewhat 
more than four times the cost of working with 
monthly ratios. 
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tory than any results that he can secure 
with stock-turn data, but it does not 
meet the requirements of good stock 
control. Current stocks cannot be con- 
trolled adequately without using esti- 
mated sales figures. This is true because 
present stocks should depend on future 
sales, quantities that cannot be known 
definitely. 

There are two methods of using the 
stock-sales ratio in connection with esti- 
mated data as a check on existing stocks. 
By the first method, the merchant uses 
actual stock figures for the first of the 
current month (usually available during 
the first five days of the current month) 
and the most recent estimate of sales 
for the current month. These give him 
an estimated stock-sales ratio for a date 
five days in the past. If he waits until 
the middle of the current month, the 
merchant can estimate the sales for the 
month more accurately, and hence can 
arrive at a more accurate index of the 
condition of stocks, although for a date 
fifteen days in the past. 


By the second method, one uses the 
estimated sales computed on the fif. 
teenth of a current month, the actual 
stock at the end of the preceding month, 
and data regarding orders and mark. 
downs. From these data he estimates 
the stock that will be on hand at the 
end of the current month. This stock 
figure, in conjunction with the best esti- 
mate of sales for the following month, 
gives a close approximation cf condi. 
tions fifteen days in the future. 

The great advantage of the stock- 
sales ratio is the fact that it makes possi- 
ble the computation of figures for ideal 
stocks at given times, figures which can 
be compared directly with actual stocks 
to make clear the direction and amount 
of any differences. The stock-sales ratio 
is of little value to men not engaged in 
actively managing a store, because the 
pictures which it gives are too detailed, 
too frequent, and too intimate. For re- 
tail store control, however, the stock- 
sales ratio is far more useful than the 
rate of stock-turn. 
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COOPERATIVE RETAIL BUYING OF 
APPAREL GOODS 


By KENNETH DAMERON 


has been a more or less active 

force in retailing since 1888.’ It 
is only within the past decade that the 
cooperative purchasing of apparel goods 
has become prominent; for the most 
part, the earlier cooperative efforts 
were confined solely to food staples. 
A more complex set of factors dictates 
the trend of group activity as soon as 
the element of fashion assumes impor- 
tance. The complexity of these fac- 
tors has been due, in part, to funda- 
mental changes of production which date 
back to 1920 and 1921; in part, to the 
development of certain retail types 
which appear to possess tremendous buy- 
ing advantage; and, in part, to the shift 
to a buyers’ market in which the con- 
sumer assumes a more important role. 
Viewed in this light, cooperative buying 
is a reflex of our changing distribution 
situation. 

The retailer’s buying problem has be- 
come increasingly difficult. A wide va- 
riety of resources and the caprice of the 
style element have combined to force the 
retailer to seek the market. Thus, our 
present group buying trend assumes a 
different exterior than earlier coopera- 
tive efforts in food staples. No doubt 
a certain amount of success of the asso- 
ciated activities in staple lines led to the 
application of the cooperative principle 
to apparel goods. 

Many retail problems are, at present, 
receiving group treatment. Credit prob- 
lems and methods of control have come 
in for certain shares of coalitional ac- 
tivity. Such important problems as al- 


(Citas been mo or group buying 





terations, return goods, the training of 
sales people, selling, and advertising are 
conspicuous examples of cooperative ef- 
fort. Cooperative advertising has been 
particularly outstanding. Problems in 
the standardization of sizes and size of 
display boxes have been inspired, in part, 
by the activity of retail groups, manu- 
facturing groups, and the Bureau of 
Standards. In these respects, coopera- 
tive buying may be viewed as a part of 
the general cooperative trend in mer- 
chandising. 


I 


Institutional changes in retailing ac- 
count, in a general way, for readjust- 
ments in methods of retail buying. The 
evolution of retailing is paralleled by 
definite changes in buying practices. Va- 
rious retail buying methods are now 
in force; for some time the typical 
road salesman has found himself in 
an uncertain position, and we have in- 
stances of retail buying groups being or- 
ganized by large wholesale distributors.” 
More specifically, the economic factors 
making for changes in methods of retail 
buying can be discussed under the cap- 
tions of production, retail competition, 
and consumption. 

Despite the opposition of some 
women’s wear producers to group buy- 

1 John Allen Murphy and John Block, Buying. 
(New York, Alexander Hamilton Institute, 1927), 
pp. 160-161. 

2 Butler Brothers, manufacturers and distributors, 
have organized retailers into cooperative buying 
groups. Although the road salesman has never 
been an important factor in the Butler Brothers or- 


ganization, an active attempt is made here to meet 
the change in buying methods. 


Wa 
+ 
Bi 
, 
a 
Fi 
ie 
7 if 
‘i 


oe ed 


RE pa as 


“ 


phew Rees 








444 HARVARD BUSINESS REVIEW 


ing, conditions in apparel production of- 
fer a definite receptiveness to coopera- 
tive retail buying. The normal situation 
in a competitive industry, such as the 
apparel industry, is excessive plant ca- 
pacity, combined with the rather abnor- 
mal development of the war time re- 
gime. In women’s wear, more than 
men’s wear, there are so many small 
producers, and this, coupled with keen 
competition, has led to attempts to sell 
on consignment to large retailers, a prac- 
tice which plays havoc with the indus- 
try. The emergence of the stock job- 
ber has created a condition in the indus- 
try which makes selling to cooperatives 
not an unwelcome thing. It has been 
estimated by Dr. Paul Nystrom of Co- 
lumbia University that in 1910 the stock 
jobber did only 5% of the women’s ap- 
parel business, and in 1927 his impor- 
tance had increased to the extent of 
95%.* The stock jobber interests him- 
self in popular-priced garments, and al- 
though he does not manufacture, he ef- 
fectively controls the sub-manufacturer 
who makes his garments, and for prac- 
tical purposes may be looked upon as a 
producer. The sub-manufacturer tech- 
nically buys the fabric from the stock 
jobber. This is mainly a fictional pur- 
chase and is only evidenced by a memo- 
randum. To purchase fabrics competi- 
tively necessitates a large outlet. The 
stock jobbers are, therefore, willing to 
sell to buying syndicates, chain stores, 
and other large buyers. Conditions in 
the men’s wear industry, although fun- 
damentally alike, differ in that the pro- 
ducing units are larger and distribution 
is controlled more by the legitimate 
manufacturer. This is evidenced by the 
growing number of manufacturers’ 
branch stores and the use of exclusive 
agency agreements. 

In general, the apparel industry may 
be characterized as an industry of de- 


creasing costs, an industry where the 
seasonal element and style factors are 
important, where high pressure distri. 
bution is the rule, and where overcapac. 
ity is the normal situation. Many plants, 
in order to get a regularized production, 
are willing to sell at low prices to large 
buyers. In contrast to the sales and dis. 
tributive policies of the apparel trade, 
cooperative buying groups suggest an 
attempt on the part of retailers to take 
over the manufacturer’s and distribu- 
tor’s selling organization—a definite in- 
stance of the retail buyer seeking the 
market. Finally, the apparel industry 
has tended to concentrate in large cen- 
ters, thus making possible the establish- 
ment of a cooperative buying office. 
New York is easily the center of the 
women’s wear industry, and also affords 
a desirable center for the establishment 
of an office for the cooperative buying 
of men’s wear. The type of market 
sought by the group buying syndicates 
is, on the whole, best typified by the New 
York market with its proximity to Phil- 
adelphia, Rochester, and Baltimore. 
There are approximately 800 coopera- 
tive retail buying organizations with 
offices in New York.* 

The fact that conditions of produc- 
tion demand a mass outlet accounts, in 
many respects, for the emergence of cer- 
tain types of retail establishments pos- 
sessing large buying power. These, in 
turn, have forced other retail types to 
select cooperative activity as a competi- 
tive device. The chain store, depart- 
ment store, and mail order house are 
the principal sources of competitive irri- 
tation resulting in group buying. The 





3 See also B. M. Selekman, Clothing and Textile 
Industries in New York and Its Environs (Re- 
gional Plan of New York and Its Environs.) 

*This figure is an estimate because so many of 
the “old-line” resident buying offices have organized 
a portion of their accounts into buying syndicates 
with an idea of pooling their orders. 
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following estimate of distribution of re- 
tail trade by types of retail institutions 
in 1927° is suggestive of our present 
competitive situation in retailing. 








Percentage 
Billions | Total Retail 
of Dollars Trade 





Department stores, including gen- 
eral merchandise stores.......... 6. 
Chain stores...... eases pereeseces 4. 
Mail order houses, including about 
1200 concerns doing a mail order 
catalog business..........+.-++- 1.6 4 
Company stores — stores owned 
and operated by industrial con- 
cerns primarily for their employes. 
These are generally of the de- 


4 16 
8 12 


partment store type...........-- 
Consumers’ cooperative stores... ... 
House-to-house selling, canvassing, 
peddling, C6... .<cccstsseyes ves 
Independent stores not included in 
classifications above............ 25.2 63 
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A portion of the so-called independ- 
ent stores are, no doubt, owned by man- 
ufacturers. This is becoming especially 
true in the men’s apparel trade. Rather 
than sell to cooperative units, some man- 
ufacturers prefer to control their own re- 
tail outlets. One manufacturer suggests 
this will be the inevitable outcome of 
group buying.® Looking backward from 
these 1927 figures, it is to be noted that 
during the period from 1914 to 1927, 
department store volume more than dou- 
bled, although very few new department 
stores were being established. Chain 
stores, always a source of fear to the 
independent retailer, have quadrupled 
in their sales volume during the ten-year 
period, and it is estimated that within 
the next eight years, they will make up 
30% of the retail business of the coun- 
try.’ Cooperative buying has been 
looked upon by many as the only means 
of meeting chain store competition. 
Mail order houses have enjoyed a fairly 
constant upward trend in sales volume 





° From an address by Dr. Paul Nystrom, Present 
Trends of Retailing, National Association of Retail 
Clothiers and Furnishers, Chicago, 1928. 


: Statements of Mr. Paul Feiss, of Joseph and 
Feiss, Cleveland, Ohio, in public discussion with the 
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during the ten-year period. Some of 
this volume increase is to be accounted 
for by the establishment of retail 
branches operating much like a depart- 
ment store chain. It is to be noted that 
these three retail types possess a buying 
advantage not enjoyed by the unit store. 
Cooperative buying efforts are thus a 
reflex of this competitive retail situation. 


It is apparent, then, that there exists 
a competitive struggle, not only between 
individual retailers, but also between 
types of stores. The relation of this 
struggle to the buying problem is found 
in the beiief that these new-type retail- 
ers enjoy a buying advantage not avail- 
able to the great mass of retailers. 


The retailer has assumed as one of 
his primary functions the problem of 
acting as purchasing agent for his com- 
munity. This is, at once, indicative of 
the importance of the consumer in the 
retail buying problem. Although the 
problem of the consumer anticipates 
such things as his purchasing power, 
standard of living, and certain social 
factors modified by the community, it is 
the answer to the question how the con- 
sumer exercises his choice in the pur- 
chase of commodities that is immedi- 
ately important. If, because of the ele- 
ment of price, service, or style, he 
chooses to buy at one type of store in 
preference to another, or chooses to 
purchase from the nearby trading cen- 
ters, the retailer’s buying problem be- 
comes more complex.* Industrial com- 
petition for the control of consumers’ 
dollars, and a wide range of commodi- 
ties open to the average consumer have 
made the element of price particularly 
important. This may account for the 


writer of this article at Tri-State Convention of 
Retail Clothiers, Atlantic City, February 21, 1928. 
7Dr. Paul Nystrom, of. cit. 
8 Horace Secrist, The Widening Retail Market 
(Chicago: A. W. Shaw Company, 1926), pp. 49-50. 
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development of certain types of stores 
which feature popularly priced lines. 

The consumer today is better in- 
formed as to prices, styles, and fashions. 
The availability of merchandise news 
and information is nation-wide. The 
popularity of the motion picture theater, 
ease of travel, wide-spread ability to 
read and write, and national advertis- 
ing, keep the consumer well abreast of 
our present merchandising situation. 
Consumer thought frequently outdis- 
tances store thought. Thus, the selec- 
tive function on the part of the retail 
buyer becomes increasingly important, 
and many group buying offices are of the 
opinion that this is their most important 
service. The above factors plus the 
shift to the buyers’ market place the con- 
sumer in a strategic position, and point 
to the necessity of making radical ad- 
justments in buying methods. The ap- 
parel trade is doubly sensitive to the 
style whims of the consumer. The re- 
tailer has become more of a caterer to 
public wants, and perhaps _hand-to- 
mouth or controlled buying is, in part, 
due to this change. 


II 


The economic factors which have 
complicated the retailer’s buying prob- 
lem center upon the selection of mer- 
chandise resources and proper buying 
methods. In selecting a resource, ele- 
ments of price, time, service, and style 
are dominating factors. Foreign mer- 
chandise resources command an impor- 
tant place in the buying problem. In 
many cases, it is almost impossible for 
the individual store buyer to acquaint 
himself with possibilities of the different 
resources. It is here, as well as in the 
combing of the market, that cooperative 
buying groups render important serv- 
ice. Retail buyers have utilized various 








methods and practices of buying, such 
as: from salesmen, by mail, direct from 
manufacturer or wholesaler, from local 
sources, auctions and merchandise fairs, 
the central markets, the resident buyer, 
and cooperative buying. In some re- 
spects, cooperative buying is both a buy- 
ing method and a merchandise resource. 
It is not to be inferred that cooperative 
buying eliminates other methods of buy- 
ing; rather, it adapts itself to certain 
buying problems, and to certain ranges 
of merchandise to be discussed below. 
No doubt, considerable routine buying 
will continue to be done from road sales- 
men. Buying of a supplementary and 
replenishing nature will continue to be 
done by mail and from local sources. It 
is also to be noted that resident buying 
offices have engaged rather heartily in 
what is more properly termed coopera- 
tive or group buying. 


III 


In the preceding analysis it has been 
shown that cooperative buying is a log- 
ical development of modern merchandis- 
ing, but its development was hastened 
by recent changes in production, con- 
sumption, and retail distribution. These 
changes have placed a premium on more 
effective business procedure, the result 
being an extension of the cooperative 
principle. Some outstanding group buy- 
ing organizations were organized pri- 
marily for research purposes, and their 
group purchases evolved as an efficient 
means of meeting the newer and more 
difficult distribution problems. Most re- 
tailers merchandise certain price interval 
lines; that is, high-priced, medium- 
priced and low-priced. Cooperative 
buying may corne in just below the high- 
priced lines, but in more cases it centers 
around the low-priced lines. The ob- 
jective here is, of course, to secure 4 
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large sale of an authentically styled 
popular-priced line. In other cases, co- 
operative buying is utilized asa supple- 
mentary resource, the retail unit taking 
advantage of special price offers. Resi- 
dent buying offices have assumed this 
function for their clientele. Although 
accurate data is lacking, it is estimated 
that from between 5 and 20% of mem- 
ber store purchases are made through 
cooperative channels. A department 
store executive doing group buying sug- 
gests that as high as 25 % of their mer- 
chandise could be purchased through the 
group if proper cooperation were se- 
cured. These statements are, at best, 
estimates, as so much depends on the 
size and type of store in the group or- 
ganization. 

Without going into the history of 
group buying schemes, four types of co- 
operative buying organizations can be 
mentioned. Many of these types over- 
lap in their functions, and many have 
been used largely with reference to the 
type of merchandise they were buying. 
They are: (1) the buying club; (2) 
the cooperative wholesaler; (3) the co- 
operative association; (4) the resident 
buyer group. 

The buying club is the oldest form of 
group buying, and received its first seri- 
ous trial in the grocery field. These buy- 
ing clubs have no corporate existence, 
and merely represent an informal asso- 
ciation of retailers for the purpose of 
buying staples in large lots, thereby re- 
ceiving the advantage of the quantity 
discount. Quantity discount caused no 
special hardship to the small merchant, 
so long as the large buyers, such as mail 
order houses, department stores, and 





_* The American Economic Review Supplement. 
Vol. XVIII. March, 1928, pp. 27-28. (Discussion 
by Carl Schmalz on E. A. Filene’s paper, “The 
Present Status and Future Prospects of Chains of 
Department Stores”.) 
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chain stores did not come into sufficient 
contact with the small dealer. The evo- 
lution of retail competition brought the 
small dealer face to face with his buying 
disadvantage, and as a means of com- 
peting with the new competition, group 
action was utilized. Many successful 
buying clubs later developed into the co- 
operative wholesale type of organiza- 
tion. 

The fact that the type of cooperative 
organization is conditioned by the type 
of commodity is further indicated in the 
case of the cooperative wholesaler. The 
drug and hardware fields are mainly of 
this type. The cooperative wholesale 
organization is a formal organization 
of retailers who constitute the stock- 
holders of their own wholesale com- 
pany. These associations operate in 
much the same manner as do any inde- 
pendently owned jobbing institution. 
Savings on purchases are estimated to 
be at least 5%, and another advantage 
accrues in the form of interest on in- 
vestment. Group performance of the 
wholesaler’s function, if efficiently per- 
formed, results in a cutting-down of 
selling expenses and the saving of the 
independent wholesaler’s net profit. 

Of more importance in the field of 
style merchandising are the so-called 
cooperative association and the resident 
buyer group. Dry goods and depart- 
ment stores cooperatively purchasing 
style goods generally take the form of 
cooperative associations. This classifi- 
cation is not to be rigidly interpreted, 
as a similar type of organization may 
be found in other lines; for the most 
part, dry goods and department store 
groups, such as the Associated Merchan- 
dising Corporation, are to be classified 
under the “cooperative association.” 
These associations are incorporated 
bodies, the capital being furnished by 
the members. Certain marked differ- 
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ences appear between this type and the 
form of organization found in the staple 
fields. These cooperative associations 
generally have greater buying power. 
The buying strength of some of their 
member stores might favorably com- 
pare with that of the buying club or 
cooperative wholesaler. A second dif- 
ference is found in the method of buy- 
ing. In staple lines, the cooperatives 
purchase much the same as a regular 
wholesale house, whereas in style lines, 
the element of selection calls for a 
change in buying methods, which is dis- 
cussed in more detail below. In form 
and practice the resident buyer group is 
similar to the cooperative association, 
and it is difficult to draw a line of de- 
marcation between them, except to say 
that the latter is the outgrowth of estab- 
lished forms of market representation. 
The resident buying office has furnished 
a nucleus for a group organization. The 
common plan has been for the resident 
Yuyer to organize a corporation, the 
stockholders of which are the stores 
which he represents. This company se- 
lects a trade name which is placed on 
the garments bought by the group. This 
plan has also been utilized by the co- 
operative association, and at present 
about the only difference between them 
is found in their origins. The grow- 
ing need for market representation 
prompted cooperatives to establish resi- 
dent buying offices, and the possibilities 
of group buying, no doubt, led estab- 
lished resident buyers to take over co- 
operative purchasing. Certainly in style 
lines these are the predominant forms.® 

A corollary to the above classification 
is to be found in a sub-classification of 





‘’ For more detailed statement see: John Allen 


Murphy and John Black, Buying (New York, Alex- 
ander Hamilton Institute, 1927), chap. xiv; Nor- 
ris A. Brisco, Principles of Retailing (New York, 
Prentice-Hall, Inc., 1927), chap. v; Maynard, 
Weidler, and Beckman, Principles of Marketing 





group buying associations based on con. 
trol, that is, centralized versus decen. 
tralized control. Many group offices 
are now asking for more centralized 
authority and more freedom from the 
whims of store buyers and the unwieldi- 
ness of committee systems. The resi- 
dent buyer group has probably had a 
more effective position with reference to 
control. 

In considering the functional activi. 
ties of group organization, several lines 
of procedure are to be noted. In con- 
sidering style lines, selection of proper 
style is as important a factor as price. 
A pooling of opinions coupled with a 
pooling of orders is of far-reaching sig- 
nificance. This statement is important, 
in view of the fact that a prominent 
Paris dress-making establishment se- 
cures the consensus of its designers be- 
fore introducing the model. The result 
is inevitably a wider sale.” The Retail 
Research Association (now The Asso- 
ciated Merchandising Corporation), in 
1921 was probably the first to put into 
effect a method for the group buying of 
women’s ready-to-wear. With the view 
of increasing the sale of dresses in the 
$40 price line, a trade-named dress was 
extensively advertised in fashion maga- 
zines. The trade name adopted was 
“Barbara Lee,” and this dress was to be 
purchased cooperatively by all stores in 
the association. At a showing held at 
that time manufacturers were invited to 
submit samples of their lines in the of- 
fices of the association. The object of 
the association was to set up a certain 
standard garment under the trade name, 
“Barbara Lee,” and to select from 
manufacturers the dresses representa- 


(New York, The Ronald Press, 1927), chap. xX. 
The trade journals in the apparel industries fre- 
quently contain articles descriptive of group buying. 


11Lucien LeLong, Paris, utilize the consensus 
method. 
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tive of this standard. The buyers, act- 
ing somewhat in the capacity of a jury, 
selected certain garments purchased at 
$26 to retail at $39.50. Cooperative 
buying emanating from resident buyer 
ofices adopted a similar policy. Prom- 
‘nent among their trade names are: Le 
Fay, Danille, Grayce de Vyne, and Rom- 
ney. The Associated Merchandising 
Corporation has always confined its 
trade name, “Barbara Lee” to dresses. 
Other groups, particularly those of the 
resident buyer type, have included other 
items of women’s apparel under the 
trade name. 

As to actual selection, a fairly uni- 
form policy is followed, generally re- 
sulting in an affiliation with so-called pre- 
ferred resources. Several weeks previ- 
ous to the group showing, an intensive 
analysis of the dress market is begun. 
The stylist and authorized buyer, fre- 
quently aided by a committee of buyers, 
scour the market for its potential offer- 
ings, some of which are selected to be 
shown to the group. These samples 
are not collected until the time for the 
buyers’ meeting approaches. At this 
meeting the representatives of the stores 
may look at several hundred garments, 
about twenty of which will be adopted. 
In voting, the procedure varies as to 
whether the name of the manufacturer 
will or will not be mentioned. More 
commonly, the manufacturer’s name is 
mentioned because of the feeling that 
his reputation is important in deciding 
upon the merits of the offering. Mem- 
ber stores are required, in most cases, 
to take a certain minimum quantity each 
month, depending upon the size of the 
department. In most cases, only one or 
two lines of apparel are purchased 
through the group, but it is important 
to note that the group office gives to 
member stores advantages of market 
representation and collective purchasing. 


Perhaps less has been said of the 
men’s apparel trade with reference to 
group buying, but this branch of co- 
operative action has been growing rap- 
idly and with fewer organized objec- 
tions. Cooperative buying here is more 
definitely controlled by the central of- 
fice, as the pioneer movement in this field 
came from resident buyers who organ- 
ized retail clothiers on a fee basis. A 
wider array of men’s apparel is pur- 
chased through the group than is the 
case with women’s wear. Several lines 
of practice are followed. In most cases 
the members of the group are urged to 
take care of the upper strata of their 
business by maintaining their individual 
accounts with some high grade nation- 
ally-advertised line. It is in the field of 
the medium and low-priced lines that 
group buying of clothing is most effec- 
tive. After all, the great bulk of the 
clothing business is not done by nation- 
ally-advertised lines. As to definite pro- 
cedure, a plan is followed whereby the 
member stores are urged to buy inde- 
pendently for several seasons a line 
recommended by the group. If this is 
successfully done, the members as a 
group enter into bargaining negotiations 
with the manufacturer, and, in return 
for the assurance of a steady distribu- 
tion, they ask for certain price conces- 
sions. In furnishings, foreign and do- 
mestic sources are sought, and large vol- 
ume purchases are effected by the com- 
bined buying strength of the member 
stores. It is to be noted in some cases 
that manufacturers of nationally known 
products, although willing to grant price 
concessions, do not permit their product 
to be sold below the normal resale price. 
In many cases they request the co- 
operating stores to carry their full line 
in return for the buying advantage. 
Marked savings are reported in the buy- 
ing of such lines as clothing, hosiery, ties, 
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and handkerchiefs. Member stores oper- 
ating on a sound basis report savings of 
50% in these lines. The stores report- 
ing these savings are all establishments 
with excellent systems of merchandise 
control and with full knowledge of their 
costs. In the buying of suits, an alterna- 
tive of the “‘try-out”’ method is found in 
the member stores agreeing to take over 
the entire output of a plant. In men’s 
wear, as in ladies’ ready-to-wear, fre- 
quent buying trips to the central office 
are encouraged, as are group analyses 
of buying problems. 

The administration of these various 
types of cooperatives varies consider- 
ably, depending in part upon where and 
how the organization originated, and in 
part upon the size and type of participat- 
ing stores. In some cases, a flat rate 
plus a fee prevails, and in others the 
straight fee is levied on the basis of size 
of store and amount purchased through 
the group. Stylists and buyers main- 
tained by the organization do most of 
the routine operation but are assisted 
not infrequently by the store buyers. 
The résearch work is, of course, per- 
formed by the central office. Successful 
group buying is dependent on securing 
stores of similar size, type of trade, and 
financial strength. The association does 
not cooperatively underwrite the credit 
of member stores; rather, the member 
stores are in good credit position before 
affiliating with the group. 


IV 


1. It now remains to consider group 
buying from the viewpoint of the vari- 
ous interests involved; to examine its 
possible advantages and disadvantages; 
and to estimate its economic possibili- 


** E. L. Rhoades, Introductory Readings in Mar- 
keting (Chicago: A. W. Shaw Company, 1927), p. 
452. 


ties. In subsequent paragraphs an at. 
tempt will be made to classify and ana. 
lyze the positive and negative factors in 
group buying. To the retailer and te. 
tail buyer the advantages may be 
grouped under the headings of improved 
buying, competitive advantages, and ad. 
vantageous by-products of group buy. 
ing. In the first instance, there is a 
marked saving of the buyers’ time in the 
market. As in consumer shopping, re- 
tail buying is a tiresome procedure, and 
much faulty buying results from inabil- 
ity to visit and weigh the offerings of 
the various resources. Under the co- 
operative plan the market is scoured in 
advance, and the showings of many pro- 
ducers can be immediately compared. 
Buying with the group insures better 
buying judgment and gives the ad- 
vantage of impersonal buying, where 
friendly relations with the salesmen are 
not an important consideration. Where 
member stores have like interests and 
cover a sufficiently wide territory, group 
opinion is likely to be a fairly accurate 
“size-up” of consumer preferences. A 
further buying advantage is realized in 
that high-grade manufacturers, who 
would not be interested in catering to 
the single account, are induced to show 
their lines. Likewise, cooperative pur- 
chasing makes possible foreign opera- 
tions; many of the larger groups main- 
tain foreign offices.'"2 Men’s sport 
accessories and women’s dresses are fre- 
quently bought through the foreign of: 
fice. The cooperative association, by 
having information on many merchan- 
dise sources and by working actively 
with member stores, is in a position to 
become an important factor in planned 
and controlled buying. A final buying 
advantage is that of buying to a fixed 
standard of quality. The group sets up 
a certain standard which becomes the 
buying objective. This has been tested 
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‘, such lines as hosiery and women’s 
dresses. 

The competitive advantages are cor- 
ollaries of improved and centralized 
buying. Price concessions are obtained, 
although in many cases the selective ad- 
vantage outweighs that of price. As an 
example of price concession obtained, 
the Retail Research Association has pur- 
chased cooperatively 100 gross of hair 
nets at a saving of 35% over what the 
member stores had been paying for 
them.’ Resting on the assumption of 
the above factors, cooperative buying 
improves the competitive position of cer- 
tain types of stores. The changing 
forms of retail competition have pro- 
vided a great impetus to the coopera- 
tive buying movement. It has been 
shown that buying economies of from 5 
to 50% have accrued through group 
practice. From this, however, must be 
deducted the expenses of membership 
and of maintenance of the association; 
such variable factors that the net sav- 
ing is, at best, an intelligent guess. How- 
ever, a saving of as small as 5% is an 
important factor in retail competition. 
Many stores utilize their group connec- 
tion as a part of their advertising and 
sales promotion. ‘‘Hundred Store Buy- 
ing Power” becomes a popular slogan. 
A somewhat more general competitive 
advantage is the securing of latest styles 
at favorable prices. Permanent market 
representation should give up-to-date 
styles, and group purchases should se- 
cure them at favorable prices. Retail 
buying is buying with the view of a cer- 
tain mark-up, and, in some cases, a cer- 
tain mark-down, and this element of 
mark-down is a good test of the sound- 
ness of group buying. Consumer ac- 
ceptance of merchandise purchased co- 
operatively may be measured by the ex- 


_—_————— 


as Idem. 
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tent of mark-downs that are taken on 
merchandise, as one of the main causes 
for mark-downs in apparel is due to the 
faulty selection of goods. Mark-downs 
have an important effect on profits, and 
they, in turn, on the competitive position 
of the store. Admitting certain gen- 
eralizations taken from random figures, 
stores that do not buy in groups, take 
mark-downs on their ready-to-wear with 
an average range of 7% to 12% of 
sales. A majority of group buying 
offices state that their merchandise 
bought in groups requires no more than 
Y4 to 2% of mark-downs. Rapid style 
changes and the wide use of ‘“‘sales’’ in 
certain lines bring to the fore the prob- 
lem of mark-downs, and it is here that 
group buying should render a most ef- 
fective service. (It is unfortunate that 
more accurate data cannot be secured on 
this point. ) 

The advantageous by-products of co- 
operative buying are sometimes termed 
the intangible advantages. The periodic 
pooling of ideas and experiences in the 
selection of goods is an important item. 
Although the main function of the co- 
operative association is buying, the in- 
terchange of business statistics and the 
development of retail research are valu- 
able factors carried out through the 
agency of group buying. Further, co- 
operative buying leaves the store to its 
independent and individual manage- 
ment, but combines on the important 
function of buying. This is an advan- 
tage not possessed by the chain store, and 
all the advantages of store individuality 
plus mass buying power are retained. A 
more tangible by-product may be found 
in the stimulation of the future develop- 
ment of the department store. This 
type of store, although a large institu- 
tion, does rot necessarily enjoy buying 
advantages in all departments. By com- 
bining buying strength with other de- 
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partments of like stores, the develop- 
ment of the department store may be ac- 
celerated. 

In presenting an unbiased picture of 
cooperative buying developments in the 
apparel trade, the negative side must be 
recognized. At the outset, group buy- 
ing presupposes a certain standardiza- 
tion of consumption in apparel that, in 
the opinion of many, does not exist. It 
is claimed that store buying is largely 
for a particular community, and that to 
pool orders with a group is contrary to 
the best interests of the individual store. 
This objection is, in a sense, contrary to 
the basic idea of mass production, and 
it is a question as to whether community 
differences have not been magnified. 
Likewise, in medium and _ low-priced 
lines the styles selected are designed to 
appeal to popular taste. Somewhat of 
a paradox is the fact that group buying 
is suggested as a competitive weapon for 
the small store, and yet, in many cases, 
the small store cannot afford it. Most 
group offices suggest that a store should 
be doing a $200,000 per year volume 
before it can afford the economies of co- 
operative buying. Another buying dis- 
advantage is that the individual buyer 
does not wish to sacrifice what he con- 
siders his position in the market. That 
is, he has built up certain contacts, and 
feels that affiliation with the group will 
rob him of his position. In many cases 
these same buyers are managers of their 
departments, and are loathe to push the 
sale of goods purchased cooperatively." 
It is a serious handicap to retailers who 
are themselves favorable to cooperative 
buying that it is difficult to sell the idea 
to their buyers. Group buying, espe- 
cially when done on the committee basis 
and when models have to receive ma- 





Paul M. Mazur, Principles of Organization 
Applied to Modern Retailing (New York, Harper 
and Brothers, 1927), p. 278. 
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jority vote, is apt to be rather cumber. 
some and apt to result in much dissatis. 
faction. Cooperative association offices 
are constantly asking for more central. 
ized authority. Centralized buying 
holds generally in men’s apparel, but in 
women’s wear the federated type still 
prevails. 

A second group of objections center 
around the competitive situation. An 
important element in retail competition 
is store personality. A large amount of 
group buying would tend to give the 
store much the same cast as a chain 
store. While this objection is valid, 
especially in staples, it may be argued 
that when only 5 to 25% of goods are 
bought through the group the store per- 
sonality may be maintained on the other 
75%. A further disadvantage is claimed 
in the statement that the trade-mark 
of a cooperative organization means 
nothing in style goods. This is cer- 
tainly true, in so far as the business of 
a store is admittedly built up on nation- 
ally-advertised lines. But it must be re- 
called that many group organizations 
urge their clientele to maintain their 
connections with some nationally-adver- 
tised account. In the main the bulk of 
clothing sold is not that of the national 
advertiser. Again, successful sales pro- 
motion of cooperative buying office 
trade names may be developed by the 
associations. In many cases the con- 
sumer is not informed in national adver- 
tising as to who makes the commodity 
—it is the name that interests him. 
Finally, the clamor for price concessions 
is not necessarily a good thing for the 
retail trade. These price concessions 
frequently result in cheap merchandise, 
and when price concessions are de- 
manded the manufacturer is inclined to 
dilute the product. In women’s wear 
this is not a difficult task, and most re- 
tail buyers are not sufficiently informed 
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as to the productive process to detect 
this alteration. The net result is a trad- 
ing-down effect in the industry and un- 
healthy consumer-retailer relations. 

>. Manufacturers who are inclined to 
comment favorably on group buying 
state that it gives them a wider market 
at lower selling expense. In many cases 
selling to the cooperative association is 
the desire either to get a wide distribu- 
tion, or perhaps to introduce their prod- 
ucts in a section where they are at pres- 
ent unknown. Their selling costs are 
further lowered by virtue of the fact 
that their lines can be shown to many 
store buyers at once. This is especially 
true in women’s coats and dresses. 
Where such direct contacts with the re- 
tailers are established, the number of 
road salesmen may be eliminated. A 
logical development of group buying is, 
within limits, the taking over of the 
manufacturers’ selling organization by 
retail groups. To both the retailer and 
manufacturer there are definite advan- 
tages of selling on an impersonal basis, 
the sale being made on the basis of the 
merit of the commodity. The manufac- 
turer in selling through the association 
is able to get more quickly an idea as to 
which numbers in his line are likely to 
appeal to the consumer. 

It has been pointed out that condi- 
tions in the field of production are causal 
factors in making group buying possi- 
ble. The wider the market the more 
it is possible to secure economies in the 
productive process. This is emphat- 
ically true when large advance orders 
are placed and some assurance of steady 
volume is given. In some instances 
group buying associations take over the 
entire output of mills, and in other cases 
take over output during slack times in 
much the same fashion as mail order 
houses. This is important, as the ap- 
parel industry is, in most instances, an 
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industry of decreasing costs. In the 
case of the knitwear industry, where 
fixed costs amount to about three- 
fourths of total costs, it is significant 
that some of the largest and best known 
knitwear manufacturers sell to the large 
buying syndicates. In the production of 
women’s coats and dresses, cutting ex- 
penses are distinctly lowered, and with 
the assurance of a large order the manu- 
facturer can save in his purchase of 
piece goods, trimmings, and accessories. 
Equally important is the fact that with 
the emergence of the stock jobber letting 
work out to sub-manufacturers, large 
orders result in lower labor expense. 
Not only can these specific productive 
advantages be mentioned, but also the 
broad social advantages resulting from 
regularized production. Cooperative 
buying, in so far as it functions as the 
sales outlet of the producer, enables the 
manufacturer to concentrate on the pro- 
ductive process. This factor becomes 
more important as the group sets up a 
certain standard of quality. 

Manufacturers have had varied ex- 
periences with group organizations, and 
it can only be said in a general way that 
their business has been increased. Many 
outstanding cooperative associations 
have the policy of not only buying co- 
operatively one line through the group 
but of urging their members to become 
regular accounts of this producer in his 
other lines. Frequently the contract be- 
tween cooperative office and producer 
stipulates that the stores will carry the 
manufacturer’s full line, in much the 
same manner as an exclusive agency 
agreement. Thus, through the group 
the manufacturer gets new contacts 
which bring him additional business in 
regular lines. Finally, if cooperative 
buying makes for improved buying, it 
may be said that goods properly bought 
make for continued relations. 
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Any change which at the outset ap- 
pears radical is apt to meet with criti- 
cism and opposition, and in group buy- 
ing many criticisms and grievances from 
manufacturers are on record. This may 
be a recognition of loss of bargaining 
strength; or it may savor of that dis- 
satisfaction which resulted when the 
wholesaler and chain store, after dis- 
tributing for the manufacturer for some 
time, either left him or developed their 
own brands; or it may result from some 
unfortunate trade experience which 
would be magnified because of group 
strength. Whatever may be the source, 
opposition is there. Producers claim 
that group buying offers a paradox of 
economy. They are asked to sell to the 
group in large quantities, but are forced 
to bear, in many cases, the expense of 
assembling, packing, and shipping to 
from 10 to 150 stores. Others insist 
that group offices do not place large reg- 
ular orders but merely shop the market, 
and for this reason one executive states, 
‘standard lines from reputable, nation- 
ally known houses are not distributed 
through these buying groups”’."® In the 
women’s ready-to-wear trade the com- 
plaint is registered that samples have 
been kept in buying agency rooms for a 
longer period than necessary, thus in- 
volving loss to the vendor. Further. 
more, some manufacturers prefer to 
show their merchandise in their own 
salesrooms or through their road sales- 
men. The intimate contact with the ac- 
count, they hold, is an important thing, 
in that it gives them first hand informa- 
tion on credit and market conditions. 

Economies in the productive process 
have been mentioned. But if the buy- 
ing agency is not a source of regular 
business or a factor in future business, 
these economies must be minimized. 
Many retailers use the group connec- 
tion for only one or two lines or when 


they are doubtful about securing goods 
from regular resources. Yet it may be 
fairly stated that the better group of. 
fices line up preferred resources with 
which they place future business. Price 
concessions force the vendor to ys 
cheaper materials, in many instances, 
This is an unfortunate situation, and 
group offices of the type which attempt 
to assert unfairly their bargaining 
strength are not a wholesome factor in 
the industry. The vendor, whether he 
be a regular line manufacturer or 
stock jobber, is not anxious to assume 
the role of a mere contractor for the 
retailer. 

In the women’s wear trade, style 
piracy has occupied attention for some 
time. And now comes the statement 
that the group buying office offer: an 
easy agency for the copying of designs. 
This may have been true in certain cases, 
but style piracy is not a thing peculiar 
to the cooperative buying of women's 
ready-to-wear. At present a bill pend- 
ing in Congress for the registration 
of designs, and the subtle opposition of 
retailers may be an indication of the 
fact that they favor the copying of de- 
signs because it makes for lower priced 
stocks and larger sales.’® 

3. The wholesaler (not to be con- 
fused with the stock jobber who is for 
all practical purposes a manufacturer) 
has been in a somewhat uncertain posi- 
tion for years, and group buying prob- 
ably adds another source of uncertainty. 
One form of cooperative buying has 
been the organization of wholesale 
houses owned and operated by retail 
units. Resident buyer groups have also 
organized jobbing houses to purchase, 
on a large scale, certain lines for their 
member stores. It is significant that in 





15 Statement of E. M. Skinner, Wilson Brothers, 
Chicago, III. 
16 The Vestal Bill. 
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some cases the initiative for organizing 
2 buying syndicate has been taken by the 
wholesaler. This is more true in con- 
venience lines." ; 

4. The difficulties of group buying are 
epitomized in the problems of the co- 
operative buying office. The cooperative 
agency receives the objections of both 
retail members and producers. One dif- 
ficulty is that of getting member stores 
to purchase more extensively through 
the group. This is an important prob- 
lem because, in a sense, the future suc- 
cess of group buying may be found in the 
amount of goods bought. 

In actual operation the buying asso- 
ciztion is sometimes cumbersome. It is 
handicapped because of division of opin- 
ion and the fact that too many have to 
be consulted before operations begin. 
Attempts to use buyers’ committees to 
aid the staff in market research have 
proved slow and ineffective. This im- 
plies a lack of cooperation on the part 
of members, which, coupled with the fre- 
quent opposition of manufacturers, of- 
fers a serious difficulty to the efficient 
operation of a buying association. In 
many instances buyers cannot enter into 
group buying when deliveries are to be 
made in the future, for the reason that 
it ties up their “open-to-buy”; and in 
other cases interested buyers come to 
group sessions but cannot buy because 
their limits have been reached. These 
difficulties need not be traced to the prin- 
ciple of cooperative buying, but rather to 
the lack of merchandise control. 

Selling the idea of cooperative buying 
to buyers and merchandise managers has 
been an important difficulty, and cer- 
tainly compulsory cooperation is not a 
workable plan. Buyers who are man- 
agers of their departments object to 
changes in brand when a new brand is 
offered, and in their conversation with 
resources disparage the idea of group 
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buying. With such a psychology on the 
one hand, and a lack of merchandise con- 
trol on the other, buyers do not give 
offerings presented through the group 
sufficient consideration. The implica- 
tions of these facts is that more author- 
ity should be given to the group office, 
that more merchandise should be pur- 
chased through the group, that member 
stores should have like interests, and 
that the range of their respective vol- 
umes of business should be fairly uni- 
form. 

5. The social aspects of cooperative 
buying may be presented as trade prac- 
tices, legal status, and the position of the 
consumer. The trade practices have 
already been implied as unfair use of 
bargaining power and the possibility of 
style piracy. These situations prevailed 
before the emergence of group buying, 
and it is a question whether group buy- 
ing accentuates these practices. The 
legal status of group buying has not, as 
yet, received much of a test. In the 
Mennen Talcum Powder case” it was 
held that the Mennen people did not 
have to sell on the same terms to coop- 
eratives as they did to other quantity 
accounts such as chain stores and depart- 
ment stores. The steady growth and 
wide use of the cooperative buying prin- 
ciple suggest no immediate legal ob- 
stacle. 

Does the consumer benefit from group 
buying? This question cannot be an- 
swered in any certain terms. To be 
sure, he benefits in a general way by se- 
curing from his retailer properly bought 
merchandise, authentically styled, and at 
a reasonable price. It may be that co- 





17Commodit: classification follows Melvin T. 
Copeland, Princigles of Merchandising (Chicago, 
A. W. Shaw Company, 1924), Chap. II. 

18 (1) Federal Trade Commission Case, Docket 
606. The Mennen Company. (Complaint, Find- 
ings, and Order, and Copy of Court Decision.) 

(2) Mennen Case—Local Court 288, Federal 774. 
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operative buying has insured the more 
rapid popularization of well-styled 
garments. Then, too, the consumer 
may benefit materially from the savings 
he receives in retailers’ “specials” that 
are purchased in a group way. He re- 
ceives the same advantage from cut-price 
sales of retailers who do not purchase 
ccoperatively and who are forced to 
liquidate their stocks periodically be- 
cause of faulty buying or unseasonable 
conditions. It may be fairly asked 
whether efficient retailing or inefficient 
retailing is of the greatest benefit to the 
consumer. If consumers had to pay 
“regular” prices for everything they 
bought, the flow of satisfactions might 
not be so great as it is under the present 
system. It was noted in some cases that 
although goods could be cooperatively 
purchased at lower prices, they were not 
to be sold below the regular re-sale price. 
Certainly this is not passing any imme- 
diate benefit to the consumer, though 
competition may eventually alter things. 


V 


Group buying has been shown to be a 
reflex of conditions in production, con- 
sumption, and retail distribution. Pur- 
chasing cooperatively has resulted in 
certain well-defined advantages to both 
producer and retailer. On the other 
hand, violent opposition has come from 
these same sources. The test for the 
effectiveness of group buying must nec- 
essarily be an empirical one; that is, cer- 
tain producers and retailers have admit- 
tedly derived great economies from this 
buying method. Others have had un- 
fortunate experiences. As a possible 
method of purchase, cooperative buying 
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is open to many improvements, and its 
effectiveness can no doubt be increased. 
(In essence, group buying has been an 
attempt on the part of the retailer to 
take over the manufacturer’s selling or. 
ganization, and, as a current buying 
method, it has been used in supplemen. 
tary fashion with other policies of 
buying. ) 

Some courses of action which may re. 
sult and are in the process of resulting 
from group buying are the organization 
of retail stores into buying groups with 
centralized buying, or the consolidation 
of retail units into chains with central- 
ized management. In rétaliation for 
this procedure is the extensive develop- 
ment of manufacturers’ branch stores, a 
line of development well along in the 
men’s wear field. From another view- 
point, the control of production may 
pass to the retail combinations, and the 
principle of the division of labor may 
be extended to the point of production 
being carried on exclusively by manufac- 
turers, and selling carried on exclusively 
by retail combinations. A more imme- 
diate course of action is that cooperative 
buying will be merely a supplementary 
form of buying, and that, at best, it is 
only adapted to certain lines and par- 
ticular ranges within these lines. 

Business institutions are more or less 
reactionary to change, especially when 
that change implies the passing of con- 
trol. Group buying in the apparel trade 
is yet in the experimental state, and, 
given time to iron out certain difficulties 
expressed in this paper, is capable of de- 
velopment to meet the conditions in pro- 
duction, the changes in retail competi- 
tion, and the growing significance of 
consumer demand. 
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CONSOLIDATION OF RAILROADS AND THE PROPOSED GREAT 
NORTHERN-NORTHERN PACIFIC UNIFICATION! 


tation in the United States may be 

roughly divided into four periods, 
according to the motives leading to rail- 
road consolidations during each period. 
Until the early fifties railroads were 
built as separate, local enterprises with- 
out reference to other roads, and with- 
out supervision by state or Federal au- 
thorities. About the year 1855, how- 
ever, a general movement toward the 
consolidation of such small, local roads 
was begun, and continued until the de- 
pression which followed the panic of 
1873 set in. The purpose of these con- 
solidations was the establishment of bet- 
ter connections between large cities 
rather than the development of railway 
systems. Branch lines were added to 
the through routes, and other branches 
were built, but these additions were inci- 
dental to the main purpose of establish- 
ing through lines of transportation. 


The second period began in the early 
seventies when the “interurban’’ lines 
were first connected with each other and 
with lateral branches so that railway 
systems were formed. The distinction 
between through lines and railway sys- 
tems is somewhat arbitrary, of course, 
but it is a fact that before this time there 
had been little effort made to develop 
unified, self-dependent railway systems, 
whereas the motive to round out such 
systems underlay the efforts of the rail- 
way managers and bankers of the later 
period. Both periods were character- 


Ti history of railroad transpor- 





1 Adapted from a thesis written for the course in 
Corporation Finance in the Graduate School of 
Business Administration, Harvard University: An 
Analysis of the Justification for the Proposed Unifi- 


ized by the rapid growth and expansion 
of the railways. 


The remarkable growth of the “trust 
movement”’ in the late eighties attracted 
much attention, and railway operators 
followed the general trend of business 
by bringing roads together into “systems 
of systems.” The underlying cause was 
that which motivated the large indus- 
trial trusts, and railways were consid- 
ered as corporations rather than as op- 
erating transportation companies. Pro- 
motion, rather than operation, was 
often the dominant feature of a consoli- 
dation, although railways also were 
seeking the alleged economies and ad- 
vantages which were said to be inherent 
in large scale operation. Systems were 
not consolidated for purposes of traffic 
expediency, but were loosely unified by 
intercorporate connections and financial 
control. The predominant motive in 
this period was not so much to increase 
traffic as it was to increase the financial 
and administrative control of a few men 
over large sections of territory. Com- 
petition for power was dominant, and 
the result was that many huge but inco- 
herent combinations were formed. This 
process continued until the Northern 
Securities Case put an end to much of it 
in 1903, and after the panic of 1907 the 
operators themselves began to question 
the efficacy of further consolidation. 
Some of the industrial trusts had failed 
to realize the advantages promised by 
the promoters, and railway operators, 


cation of the Great Northern and Northern Pacific 
Railways in the Light of the Purpose and Rulings 
of the Interstate Commerce Commission, by John H. 
Lewis III. . 
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like other business men, were Tecover- 
ing from the consolidation mania. The 
War interrupted the normal develop- 
ment of the railways, but in the reorgan- 
‘zations which were effected between 
1913 and 1918 a tendency to reduce the 
size of the systems became apparent. It 
had been found that the efficient man- 
agement of great disjointed systems 
which had been carelessly thrown to- 
gether was almost impossible, and this 
discovery was probably more effective in 
deterring additional attempts at consoli- 
dation than the strict legislation then in 
force. 

Since this third period of railway con- 
solidation there have been few combina- 
tions of any importance. The passage 
of the Transportation Act of 1920 has 
now entirely changed the relations of 
the railroads to the government and to 
each other, and a new period of regula- 
tion and competition and consolidation 
has been ushered in by that Act, a period 
of such unique characteristics that they 
must be outlined briefly if the present 
situation in regard to railroad consoli- 
dations is to be understood. 


For the first time in the history of 
rate regulation in this country the gov- 
ernment recognizes its moral obligation 
to the roads, although it does not assume 
full responsibility for its regulation even 
under the Transportation Act. The 
government has had full control over 
the revenues of common carriers since 
1906, yet it has accepted no responsi- 
bility for the results of its regulation. 
The roads have been in the unenviable 
position of having control neither over 
revenues, which were in the hands of the 
Interstate Commerce Commission, nor 
over expenses, which very largely re- 
flected changes in the general price level 
and the steadily rising wages of railroad 
labor. Notwithstanding this, they have 
been held accountable for the adequacy 
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and efficiency of the national transporta- 
tion system by the public, and for a rea- 
sonable return on investment by the 
owners of railway securities. Such a sit- 
uation has been highly unsatisfactory, 
and it may fairly be said to have culimi- 
nated in the transportation congestion 
on the eve of our declaration of war 
against Germany. 

The first great change inaugurated 
by the Transportation Act was a re- 
versal of the government’s position on 
this question. Section 15a of the Inter- 
state Commerce Act now directs the 
Commission to “give due consideration 
to the transportation needs of the coun- 
try . . . in order to provide the people 
of the United States with adequate 
transportation”, and to regulate rates 
so that the roads may earn a fair return 
upon the value of the property used in 
transportation service. This confession 
of responsibility by the government does 
not mean that it guarantees the roads 
such a return, although as late as 1927 
the rule for rate making was so referred 
to in a responsible publication. Con- 
gress merely admits that there is a cas- 
ual relationship between rates and the 
adequacy of the national transportation 
system, and the Commission has de- 
cided that if the roads are allowed to 
earn, ‘‘as nearly as may be”, 534% 
upon their property, they will be able 
to secure the capital necessary for the 
normal expansion of transportation fa- 
cilities. In passing it is well to note that 
the earnings have averaged only 4.64% 
for the past five years, that in a record 
breaking year, 1926, the roads made but 
5.13% on their investment, and that the 
rate of return for 1927 has dropped be- 
low the five-year average to 4.4%. 

2 These figures are based upon property invest- 
ment, according to reports filed by the carriers with 
the Bureau of Railway Economics. The valuation 


used by the Interstate Commerce Commission is not 
quite so great, since it does not allow so much for 
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Furthermore, the Act recognizes the 
difficulty of fixing uniform rates which 
will yield a fair return upon the proper- 
ties of both strong and weak carriers in 
the same territory; thus it encourages 
the consolidation of companies into a 
few large, balanced systems. It was 
hoped that the Commission, in prepar- 
ing a comprehensive plan of consolida- 
tion for the country as a whole could 
group the financially weak roads and the 
needy short lines with the strong systems 
and thereby equalize earnings. Un- 
doubtedly the paramount purpose of 
Congress in permitting rail consolida- 
tions was to provide for the weak and 
the short lines scattered throughout the 
country, and thus to maintain adequate 
rail service for the thousands of commu- 
nities which are dependent upon them. 

The possibility of economies of oper- 
ation in certain cases was also empha- 
sized. The public interest is of first im- 
portance, for the growth and prosperity 
of the nation depend upon adequate 
transportation at the lowest possible 
rates. If a relatively few, equally bal- 
anced systems were developed, rates 
could be made uniform more easily with- 
out working injustice to the weak car- 
riers and thereby checking growth in 
the territories which they serve. On the 
other hand, the actual cost of transpor- 
tation, which is of equal importance to 
the public, can be materially reduced in 
some cases by consolidation, and such 
consolidations are justifiable because 
they are in the public interest. Rates 
cannot be based upon costs directly, but 
the general level of rates and the pros- 
perity of the roads both inevitably de- 
pend upon efficiency of operation. 





materials, supplies, cash on hand, etc., which the 
railways claim to be necessary for economic opera- 
tion. The rate of return would consequently be 
higher if the Commission’s valuation were used 
as the basis for figuring the rate of return. 





Congress, however, while encourag- 
ing consolidation, unwittingly placed 
two requirements in the law which have 
prevented the Act as it stands now from 
accomplishing its purpose. First, con- 
solidations must be in accord with a na- 
tional plan which the Interstate Com. 
merce Commission is directed to draw 
up for the consolidation of all roads 
into a limited number of systems. Sec- 
ond, the capitalization of the combined 
roads must not be greater than the total 
valuation of the combining roads as de- 
termined by the Commission. Although 
the Commission’s valuation for the en- 
tire country has shown that the roads 
are not overcapitalized, as was sus- 
pected, there are some roads which 
would be seriously affected by this ruling. 
The Commission has found it impos- 
sible to prepare a suitable plan for the 
whole country, and has asked for re- 
lease from this requirement in its last 
four annual reports. A tentative plan 
for consolidation, based upon a report 
made by Professor W. Z. Ripley of 
Harvard University, was published in 
1922, but it was so severely criticized, 
both in principle and in detail, that the 
Commission was unable to proceed with 
it. 

The second objection to the existing 
law is the injection of the entire subject 
of valuation into all plans for consolida- 
tion. Valuation has been thought nec- 
essary for rate making purposes, but the 
methods for determining value must be 
passed upon by the Supreme Court be- 
fore anything definite can be settled. At 
present the Commission is using a very 
conservative method of valuation for 
railroad property, and if Congress arbi- 
trarily limits the cap:talization of a con- 
solidated road to its valuation as deter- 
mined by the Commission, voluntary con- 
solidations of any importance will nec- 
essarily be postponed indefinitely. The 











public is protected from any gross mis- 
management of financial structures if the 
Commission must pass upon all new 
financing as it does under the present 
law. 

It is evident, therefore, that consoli- 
dations as they are proposed by Con- 
gress are completely blocked under the 
present law. It is possible for one road 
to acquire control of another, however, 
by stock ownership or lease, under a 
provision of the law which was intended 
to be only for temporary use. Anything 
short of actually merging the roads and 
thus destroying their corporate identity 
is possible now, but it is doubtful if the 
Commission will go very far in permit- 
ting unifications under this provision. 
Although the corporations could be sep- 
arated later if the unification were found 
to be unwise, the Commission feels that 
it must be guided by the law as it stands. 


The Great Northern Pacific Unification 


The Great Northern and the North- 
ern Pacific Railways have applied for 
permission to effect a unification of prop- 
erties which have long been operated 
harmoniously by closely allied manage- 
ments. The historical relations of the 
Northern Pacific, the Great Northern, 
and the Chicago, Burlington & Quincy, 
all of which are involved in the proposed 
unification, make clear their present re- 
lationship and community of interest. 

The Burlington was one of the earliest 
and most progressive of the western 
railroads. As early as 1883 it extended 
from Chicago to Denver, with branch 
lines in Illinois, Iowa, Missouri, and 
southern Nebraska. In 1886, in order 
to obtain a connection with the north- 
west and the Pacific coast, the Burling- 
ton interests built a line to St. Paul. The 
Northern Pacific already extended from 
there to the Pacific coast and had quite 
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a few feeders in northwestern territory. 
The Great Northern, then known by an- 
other name, also had several lines in this 
territory, and although it did not yet 
reach the coast, it handled traffic to and 
from the west through its connection 
with the Canadian Pacific. Thus the 
Burlington looked to these northern 
lines even at this time for its northwest- 
ern outlets, for the Burlington interests 
saw great possibilities of development 
in this territory, and even considered 
constructing outlets of its own to the 
Puget Sound district. 

In 1884 the Burlington completed a 
line to Billings, Montana, to connect 
with the Northern Pacific, and it in- 
tended to extend this to Great Falls so 
that it might have a connection with the 
Great Northern. However, a contract 
for the interchange of traffic with the 
Northern Pacific at Billings was made, 
whereby the facilities there were to be 
used jointly by the Burlington and the 
Northern Pacific, and the Burlington 
felt that a permanent outlet to the de- 
sired territory had been established. 
Plans for further expansion were con- 
sequently abandoned, and this contract 
is still in effect. Later the Great North- 
ern itself built a connecting link from 
Great Falls to the Burlington near Bill- 
ings, in order to share in the great inter- 
change of traffic between the territories 
served by the Northern roads and the 
Burlington. 

During the depression of 1893-1894 
the Northern Pacific became insolvent. 
J. J. Hill offered to lend the financial 
strength of the Great Northern for the 
rehabilitation of the road by guarantee- 
ing the principal and interest of a new 
issue of bonds in return for one-half of 
the stock in the new company. The Su- 
preme Court forbade the transaction on 
the ground of monopoly, and the first 
attempt to combine the two roads was 
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frustrated. Nevertheless, Hill persisted 
in his idea of joining the two roads. 
Shortly after the acquisition of the Bur- 
lington, and to prevent another raid 
such as that in which Harriman was al- 
most successful, he bought what stock 
he could personally in the reorganized 
company and obtained a voice in the 
management. 

In Apri!, 1901, the Northern Pacific 
and the Great Northern acquired 97 % 
of the Burlington stock. This purchase 
had great economic significance, for the 
union of these roads seems to have been 
necessary if a single, unified, independ- 
ent system were to be brought together. 
The Burlington, which had no lines in 
the far northwest, supplied the Northern 
roads with Chicago and Kansas City 
outlets. Shortly after the acquisition of 
the Burlington Mr. Hill tried to unite 
the system permanently by the forma- 
tion of the Northern Securities Com- 
pany, which was designed to protect the 
interests of the northwest as well as to 
insure the continued joint operation of 
the three principal roads. Mr. Hill be- 
lieved that the invasion of this territory 
by Union Pacific operators would cause 
transportation policies to be dictated 
contrary to the best interests of the 
northwest if conflict between regions 
should arise. This company was found 
to be unlawful by the Supreme Court, 
however, and was dissolved after three 
years of operation. 

In 1909 the Spokane, Portland and 
Seattle Railway was completed at a cost 
of $100,000,000. This railway was 
constructed jointly by the Great North- 
ern and the Northern Pacific in order to 
obtain a more direct route with easier 
grades between Spokane and Portland. 
The joint construction and operation of 
the road furthered the already existing 
community of interest between the Great 
Northern and the Northern Pacific, and 


since then many joint terminals and fa. 
cilities have been established. Most of 
these projects have been undertaken by 
the Burlington and one of the two 
Northern lines, although a few were 
built by the Great Northern and the 
Northern Pacific jointly. 

This historical background has an im- 
portant bearing upon the new plan for 
unification, because the roads now pro- 
pose to accomplish the very same result, 
under a new law, for which the North- 
ern Securities Company was formed 
over 25 years ago. They are working 
toward the same goal which Hill long 
had in mind, and the policies and rela- 
tions of the roads with each other today 
are still affected by that remarkable man 
who has rightly been called an Empire 
Builder. : 


The Proposed Plan of Unification 


The committee in charge of the pro- 
posed unification is composed of George 
F. Baker, Arthur Curtis James, J. P. 
Morgan, Louis W. Hill, and Howard 
Elliott. The official statement made by 
the Committee in outlining the proposal 
reads as follows: 


A railroad corporation now existing or to 
be organized, hereinafter called the New Com- 
pany, will lease the properties of the Spokane, 
Portland, and Seattle Railway Company, and 
thereafter will exchange its stock, share for 
share, for the stock of the Northern companies. 
As soon as feasible the New Company, or a 
company directly or indirectly controlled by 
the New Company, will also acquire by lease 
the railroads and properties of each of the 
Northern companies. The terms of each lease, 
as to the properties to be leased, rental to be 
paid, and all other provisions thereof, shall be 
agreed upon by the companies party thereto, 
subject to the approval of the Interstate Com- 
merce Commission, and the Committee shall 
have full discretion to adopt as a factor in the 
plan, or in any modification or substitute plan, 
any such lease the terms of which have been 
so approved. The Committee shall have power 
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to provide that the New Company shall, sub- 
ject to the approval of the Interstate Com- 
merce Commission, acquire control by pur- 
chase, lease, or otherwise, of any additional 
railroads, bus lines, or other transportation fa- 
cilities and properties which it may deem bene- 
fcial to or in furtherance of the plan, or any 
modified or substitute plan, and to issue obli- 
gations or stock of the New Company there- 


for. 


The directors of the Northern Com- 
panies approved the plan, and a sufh- 
cient number of stockholders gave prox- 
ies to the Committee to enable the plan 
to be submitted to the Interstate Com- 
merce Commission July 8, 1927. 

The effect of the unification upon the 
combining roads may be considered from 
two angles; first, the fairness of the 
basis adopted to the stockholders of each 
of the principal roads, and second, the 
possible advantages and disadvantages 
which might accrue to the new company. 

The proposed plan provides for the 
exchange of stock in the New Company 
for that of the Northern lines, share for 
share. This basis assumes that Great 
Northern and Northern Pacific stock is 
of the same value. It is difficult to say 
whether this is a fair basis of exchange 
or not, because the properties of the two 
companies are not exactly comparable. 
There has been much criticism of the 
terms of exchange, and a great deal of 
statistical work has been done in an at- 
tempt to put the two stocks on bases 
which might be mathematically compar- 
able, but without very satisfactory re- 
sults. Nevertheless, a large majority 
of the stock in both roads has been 
placed in the hands of the Committee in 
approval of the plan, which indicates 
that it is a logical one, acceptable to 
those most directly interested in the uni- 
fication, the stockholders. 

The advantage to be gained by the 
combining roads is twofold. First, the 
historical relationship of the three prin- 
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cipal roads would be made permanent, 
and any more attempts to break it up 
would be forestalled. The Tentative 
Plan of the Commission places the Great 
Northern and the St. Paul together, a 
proposal which would have destroyed 
any community of interest of the Hill 
lines if it had been approved and carried 
out. If the unification under considera- 
tion is completed, a great step toward a 
permanent combination will be made, 
although the final steps cannot be taken 
until the present laws are changed. 

Second, certain economies could be 
realized from the joint operation of the 
roads which are not quite possible under 
existing conditions. Although the peo- 
ple of the northwest have received ex- 
cellent service since 1920, rate increases 
have not been so great in comparison 
with a pre-war basis as in other parts of 
the country, and one result has been a 
very low rate of return on railroad prop- 
erty. Cheap transportation is of vital 
importance to northwestern shippers be- 
cause of their distance from the great 
primary markets, and economy in oper- 
ation is a predominant factor because of 
the low density of traffic. Consequently, 
the economies which can be effected in 
this particular case are of more than 
usual importance, and a few of the more 
important will be outlined in some de- 
tail. They may be roughly classified as 
economies arising (1) from improved 
terminal operation; (2) from routing 
trafic over the most favorable lines; 
(3) from a more economic use of equip- 
ment; and (4) from more advantageous 
purchasing. It is conservatively esti- 
mated that an annual saving of 
$10,000,000 can be obtained within the 
next five years. If this amount is capi- 
talized at 534%, the valuation of the 
property upon which rates are based 
may be said to have been decreased by 
$174,000,000. 
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1. In terminal operation a duplica- 
tion of facilities may be eliminated, for 
there are many points of contact be- 
tween the roads, at some of which such 
duplication has already been partly 
avoided by operating agreements. If 
one of the Northern lines were divorced 
from its present partners, there would 
certainly be a large loss to the public be- 
cause of greater transportation costs, 
and there is reason to think that even 
greater economies are possible if the 
roads are allowed to work together 
more closely in the future. 

Terminal deliveries to industrial 
tracks could be expedited in large yards 
under a single management, and freight 
house expenses cut down by consolidat- 
ing them where no undue inconvenience 
would result. Under the present rules a 
large part of the life of a freight car is 
spent on interchange tracks because of 
the necessary inspection by the receiving 
road. Such delays could be eliminated 
on cars interchanged by the two North- 
ern roads under unified management, 
and a considerable amount of intercom- 
pany accounting avoided at the same 
time. 

The danger of congestion might be 
reduced, and switching expenses cut 
down by routing freight into terminals 
via the line on whose track the industry 
to which it is billed is located, whereas 
under separate operation this might 
cause one of the roads to short-haul it- 
self. Such improved practices would not 
only bring economies in operation—Mr. 
Budd, president of the Great North- 
ern, testified that 18,000 switch engine 
shifts would be saved each year—but 
they would also improve the service ma- 
terially. 

2. Coordination of train service and 
the re-routing of trains via the most fa- 
vorable lines should result in a saving of 
750,000,000 ton miles annually, accord- 


ing to exhibits introduced by the peti- 
tioning roads. For example, it is prob- 
able that all through business would be 
routed via the Great Northern between 
Seattle and Spokane, inasmuch as this 
road has the more direct line and is now 
building a new low grade tunnel in the 
Cascade Mountains. The Northern 
Pacific then would be operated between 
those points for local trains only, yet 
the service essential to intermediate 
points would be maintained. On the 
other hand, freight from the northwest 
for points on the Burlington could move 
between Spokane and Billings via the 
Northern Pacific, which is considerably 
shorter than the Great Northern. Here 
again, shippers would receive better 
service than before, because train time 
and car miles would be materially re- 
duced. 

Furthermore, the elimination of du- 
plicate through trains, which are now 
operated by the two Northern lines be- 
cause of the force of competition, would 
be possible, and the improvement of op- 
eration made without injuring the sery- 
ice. Through trains, both passenger 
and freight, could be timed more fre- 
quently and run more nearly at capacity 
than is possible when two trains leave 
a terminal at the same time, although 
neither train is necessarily fully loaded. 

3. Under unified control cars and lo- 
comotives could be used more effectively 
than is possible at present. It was 
pointed out above that a great saving 
in car miles and car days could be ob- 
tained by routing traffic over the short- 
est and most favorable line. Another 
large saving could be made in the reduc- 
tion of the absolute number of cars 
required by the entire system to handle 
seasonal peak loads. The three roads 
separately use from 50,000 to 70,000 
cars each. It so happens that the peak 
loads of the three lines do not coincide, 
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so that under single control about 10% 
fewer cars would be needed by the group. 
About 17,000 freight cars could be re- 
leased from service eventually, and as 
it is generally agreed that the cost of a 
car is about $1 per day, the annual sav- 
ing would amount to $6,20 5,000. This 
saving could not be realized immedi- 
ately because the surplus equipment is 
already possessed by the roads, but the 
over supply could gradually be absorbed 
and no further purchases would be nec- 
essary for some time. 

Inthe case of locomotives there would 
be a similar saving. The total supply 
now numbers about 4,500. Unified man- 
agement would allow the shifting of 
these locomotives to meet peak loads in 
different localities so that the total num- 
ber required could ultimately be reduced. 
This would result in additional savings 
in maintenance, depreciation, and inter- 
est charges of approximately $1,000,000 
per year, according to a statement by 
Mr. Budd. 

4. Another important factor in the 
estimated savings under unification is 
that of purchases. While many articles 
are bought now in quantities sufficiently 
large to obtain the best possible price, 
there are some things such as rolled steel 
wheels, signal wires, electrical supplies, 
incandescent lamps, stationery, steel 
castings, creosote and zinc chloride for 
the treatment of ties, that could be 
advantageously standardized and pur- 
chased in larger quantities than can be 
done under present conditions. Inven- 
tories of supplies can also be reduced by 
the elimination of duplicate stocks at 
points of contact and an appreciable say- 
ing effected. 

_Such savings, however, sink to insig- 
nificance, when compared to the reduc- 
tion in fuel costs which could be made 
if the low grade Rosebud coal which the 
Northern Pacific owns could be used by 


the Great Northern where its use is 
economic. At present much of the Great 
Northern’s fuel comes from the eastern 
fields and from Montana, and transpor- 
tation charges add to the fuel expense 
substantially. A study made by the 
roads involved and submitted to the 
Commission indicates that an annual 
saving of $2,282,000 can be obtained 
from this source. Such a saving can be 
realized almost immediately, for the ex- 
pense and time required to equip the 
Great Northern locomotives for the use 
of such fuel is not great. 

It may be questioned whether such a 
saving should be credited to the unifica- 
tion entirely. During the hearings on 
the proposal before the Commission an 
attempt was made to show that the 
Great Northern could buy Rosebud coal 
from the Northern Pacific and obtain 
the same economies that might be ef- 
fected under unified management. There 
are no more physical handicaps to its use 
by two corporations than to its use by 
one combined company, but intercor- 
porate contracts of this kind are often 
impossible to work out. It would be 
physically possible for both roads to 
use the most direct route from Seattle 
to St. Paul, but an agreement for such 
operation could be reached only with the 
greatest difficulty. The contention that 
a unification or consolidation of the Hill 
lines is necessary before additional econ- 
omies of any importance can be obtained 
seems to be justified. 

On the other hand, there are certain 
disadvantages in large scale operation 
which the Great Northern Pacific will 
have to meet, and it has been the experi- 
ence of many consolidated companies 
that the disadvantages have outweighed 
the advantages in practice. The chair- 
man of the Interstate Commerce Com- 
mission himself in a statement made 
before Congress in the spring of 1926 
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expressed this fact in the following 
words: 


We have an impression that there has been 
a tendency toward exaggerating the possible 
economies and other advantages of great con- 
solidations, and we have been strengthened in 
this impression by the evidence which has been 
brought to our attention in connection with 
the unifications which we have been asked since 
1920 to approve. We think that the country 
ought not to be led to believe that great con- 
solidations of railroad properties involve any 
probability that the general level of freight 
rates may thereby be substantially reduced. 
Economy and efficiency in operation are much 
more than a matter of size. Our judgment is 
that the country ought not to be rushed head- 
long into any gigantic plan of consolidation 
which may prove later to be ill-conceived and 
based upon mistaken premises, but that it 
ought instead to proceed cautiously without 
any undue anticipation of possible beneficial re- 
sults, feeling its way along step by step, watch- 
ing and analyzing results, and allowing experi- 
ence to guide. 

Arthur S. Dewing sums up the argu- 
ment in his Financial Policy of Corpora- 
tions: ‘There is nothing in large scale 
production, taken alone, that is neces- 
sarily economical.’ On the contrary, it 
may be uneconomical. As soon as a 
large corporation is created there devel- 
ops at once delay and red tape in ar- 
riving at decisions on questions of 
largely local concern. If the Great 
Northern Pacific unification were al- 
lowed to go into effect, a great corpora- 
tion controlling over 25,000 miles of 
road would be brought together under 
the same controlling interests. It might 
well be supposed that the alleged econo- 
mies of joint operation would be wiped 
out by the very unwieldiness of the new 
company. 

And yet it will be remembered that 
the principal economies in operation 
which are claimed for the unification are 
not the result of large scale operation as 
such, but of the peculiar situation which 
exists in the territory under considera- 


tion. If it is admitted that more ecop. 
omy and efficiency of operation can be 
obtained, the question of the manage. 
ment of the huge property itself remains. 
Perhaps the development of railroad 
organization will throw some light on 
the problem. 

The proponents of the unification 
point out that such a large consolidated 
system would call for new methods of 
organization which would promote the 
public interest. Along with centraliza- 
tion in all matters of policy affecting the 
consolidated system, there would be a 
process of radical decentralization so as 
to create in different parts of the con- 
solidated system distinct units of man- 
agement, each of which would be virtu- 
ally autonomous except in matters of 
general policy. The consolidation, in- 
stead of removing the management far- 
ther from the employes and the public, 
might evolve methods to creat> closer 
contacts with them. 

The Harriman system at the height 
of its development was composed of 
four or five separate operating com- 
panies, each corporation with its own 
president and operating organization. 
In this way decentralization of operation 
was accomplished, but general policies 
were uniform and were controlled from 
a central office. 

Mr. Budd testified that the Great 
Northern and the Northern Pacific lend 
themselves especially well to operation 
under a single management, and that a 
most effective operating situation could 
be obtained by changing the operation so 
that, instead of two long lines from 
headquarters at St. Paul, there would be 
two grand divisions, separated approxt- 
mately by the Montana-South Dakota 
line, of 8,000 miles each. ‘Under the 
present two-company arrangement, the 
operating and traffic executives of both 
companies must travel long distances to 
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keep in contact with their organizations, 
and they must then double back over the 
same route to return to their St. Paul 
headquarters. With the two systems 
unified and divided into eastern and 
western administrative units, the officials 
of each unit can make a loop trip over 
their territory and be back at headquar- 
ters at the end of their trip, instead of 
having to double back from half way 
across the continent, as they are obliged 
to do at present. From the point 
of view of contact with their field or- 
ganizations, unification will, I believe, 
virtually double the effectiveness of 
these officials.” 

The contemplated units of organiza- 
tion would be smaller than those which 
exist under the present situation, and 
there is no reason to believe that efhi- 
ciency in operation would suffer percep- 
tibly merely because of the large size of 
the new company. 

Furthermore, in spite of the great 
mileage of the new company, the density 
of traffic would be thin in comparison to 
the great eastern systems. In fact, the 
number of employes, the amount of 
wages, the number and capacity of loco- 
motives and cars, the amount of fuel 
and other supplies used, would all be less 
on the proposed system than on either 
the New York Central or the Pennsyl- 
vania systems. President Holden of the 
Burlington, in his testimony before the 
Commission, compared the two eastern 
roads with one-fourth of all western 
lines, which represents a larger system 
than would result if the unification were 
carried through. Even though the mile- 
age of the western roads would make 
their administration somewhat different 
from that of eastern lines, this compari- 
son has a bearing on the question because 
density of traffic alone is a good test of 
administrative capacity. 

In summary, it may be said that the 


SUMMARIES OF BUSINESS RESEARCH 467 


mere size of the Great Northern Pacific 
would probably neither add to nor de- 
tract from its efficiency in operation, but 
that certain factors other than size 
would enable the unified system to oper- 
ate more economically than the various 
units can operate separately. These fac- 
tors were discussed by the President of 
the Great Northern in his testimony 
before the Commission, and his intro- 
ductory statement serves very well to 
give the point of view of the applicant 
railroads: 


I think the economies that have been esti- 
mated at $10,000,000 will be realized ,and that 
there will probably be further economies in 
addition to those. 


The reasons I feel the way I do are that 
first of all I am very much impressed with the 
fact of the enormous economies in the way of 
eliminating work, that must be done so long 
as the properties are operated separately, that 
will be effected if the Northern lines and the 
Spokane, Portland and Seattle can be com- 
bined, and the whole property operated as one. 


Such large items as the elimination of 750,- 
000,000 ton miles annually, and doing that by 
sending the freight in every case over routes 
that have better physical characteristics in the 
way of grades and curvature and rise and fall ; 
the fact that there will be 18,000 switch engine 
shifts eliminated every year ; the fact that more 
than 1,500,000 tons of coal, costing about 88 
cents a ton f.o.b. cars, will be substituted for 
coal that costs very much more now; that a 
great deal of work that is necessary to be done 
by the two companies operating separately 
would be entirely eliminated: all makes an 
impressive showing as to the avoidance of work 
that must cost a great deal of money. 

We may not all agree as to the exact amount, 
but there cannot be any difference of opinion 
about the effect of eliminating this enormous 
amount of effort. 


Effect on Competing Roads 


Although it is generally agreed that 
substantial economies in operation can 
be effected by the unification, the plan is 
severely and even bitterly criticized be- 
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cause of its assumed effect on neighbor- 
ing roads. Its principal competitors 
would be the Chicago, Milwaukee, St. 
Paul and Pacific, the “Soo” (Minne- 
apolis, St. Paul and Sault Sainte Marie), 
the Canadian Pacific, the Union Pacific, 
and the Chicago and North Western. 
Except for the St. Paul, all of these 
roads are in a position to arrange them- 
selves satisfactorily with other roads or 
with each other if consolidation is to 
become the accepted policy of the Com- 
mission. The Chicago and Northwest- 
ern and the Union Pacific wish to be 
grouped together, and the Soo is a sub- 
sidiary of the Canadian Pacific, a very 
strong and well managed road. These 
companies would not be affected appre- 
ciably by the unification, for they do not 
run through the same intermediate terri- 
tory. Nevertheless, they might be 
affected indirectly, for if conditions in 
the northwest do not improve it may be 
that a slight increase in rates should be 
allowed. Yet if the savings obtained by 
the Great Northern Pacific should enable 
them to earn a fair return more easily on 
the value of their property, it is very 
probable that the Commission would 
hesitate to permit an increase in rates for 
carriers which are not direct competitors. 

The St. Paul presents a far more seri- 
ous problem, because it competes directly 
with the Northern lines from Chicago 
and Kansas City to Seattle, and because 
it is one of the weak lines which were to 
be taken care of by means of consolida- 
tion with a stronger road. The tentative 
plan of the Commission placed it with 
the Great Northern, but the latter tried 
to show that if the Northern roads were 
to be separated, the Northern Pacific 
should be consolidated with the St. Paul 
rather than the Great Northern. Sev- 
eral other suggestions as to the ultimate 
disposition of the St. Paul have been 
made, but none seem natural, and not 





one of the strong roads mentioned 
desires to have it forced on them. 

In recent petitions of intervention 
against the unification, various allega. 
tions were submitted to the raiiroad 
commissions of some of the states ip. 
volved. The State of Iowa asserted that 
unification would “permanently unbal- 
ance competition as between the unified 
interests and neighboring competing 
lines, and would prevent a future unifica. 
tion of other lines that would afford a 
fairly comparable unification capable of 
competing on equal terms with the uni- 
fied Northern lines.” This statement, 
although somewhat exaggerated, points 
out some objections to the plan. Un- 
doubtedly the new system would be the 
strongest in the northwest, and compet- 
ing lines might be placed at some disad- 
vantage, yet such a handicap would 
probably not be so serious as the pro- 
testing parties seem to consider it. The 
situation which the Iowa Commission 
fears so much will be found to exist to a 
greater or less extent in almost any sec- 
tion of the country, yet the so-called 
weak roads survive side by side with the 
strong, and get their share of the busi- 
ness. Of more importance in this case 
is the actual competitive position of the 
St. Paul, for it will rest upon this road 
to furnish the competition in the north- 
west which is deemed so essential by the 
shippers. 

The St. Paul has but recently emerged 
from a receivership, among the causes 
for which might be mentioned the Puget 
Sound Extension, which proved unprof- 
itable after the Panama Canal was 
opened, unwise financing, and improve- 
ments authorized along the line before 
trafic warranted the expenditure. It 
will be noted that the weakness of the 
road was not inherent in the property, 
and that it is in a position at present to 
reach practically all the important trafic 
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roducing centers that will be served by 

the Northern roads. It will not have 
any strength in the middle west which is 
comparable to the strength of the Bur- 
lington, although the latter is not in- 
cluded in the Great Northern Pacific 
‘tself. Nevertheless, the shippers of the 
northwest need not fear that the unified 
system will so overshadow all others that 
it will have a virtual monopoly. The 
St. Paul has come out of the receiver- 
ship strengthened nnancially and well 
equipped. Mr. H. E. Byram, the new 
chairman of the board, said, when the 
road was returned to its owners: 


The reorganization plan, I believe, will 
ultimately return the Milwaukee road to its 
former high position in the railroad financial 
field. The road went into the hands of the 
receivers for two reasons—adverse economic 
conditions in the northwest and a top-heavy 
financial structure. The northwest is return- 
ing to prosperity, and the crushing weight of 
heavy fixed charges will be greatly lightened 
by the reorganization. . . . One of the 
unique features of the receivership has been the 
steady improvement of the property of the 
road during the last two years. The manner 
in which service has been maintained, operating 
efficiency increased, and a continuous program 
of improvement carried on by the management 
is unprecedented in railroad history. 


Effect on the Public 


The most important consideration is 
not the effect of the unification upon the 
combining roads, nor its effect upon com- 
peting lines, although that is very im- 
portant, but it is the effect which it 
would have upon the public and the 
general welfare of the northwest. The 
public is interested primarily in rates 
and service, although many shippers 
place the greatest emphasis upon the 
maintenance of competition as a means 
of obtaining what they want. The effect 
upon the public will depend upon the 





balance of these three factors under the 
new conditions. 

The general level of rates is legally 
required to be high enough to permit the 
roads to earn 534 % upon their proper- 
ties, but in late years this figure has not 
been realized by roads in the northwest. 
Unless the companies are enabled to 
approximate this return by further 
economies in operation, it may be neces- 
sary to consider an increase in rates 
again, although the Commission has re- 
fused this request by the roads once. If 
service is to be maintained under the 
present rates, economies of major im- 
portance are needed, and the unification 
offers such possibilities. 

Furthermore, the rate of return on 
railroads is figured by regions rather 
than by individual companies. If $10,- 
000,000 were saved by the Great North- 
ern Pacific, its equivalent expressed in 
terms of valuation would be $174,000,- 
000, and this amount would in effect be 
taken from the valuation of all roads 
serving the region. A level of rates 
lower than is possible otherwise would 
then satisfy the requirements of the Act. 
It is doubtful if any reduction from the 
existing schedule is possible, because the 
carriers now are not earning a fair re- 
turn, but the results in the long run 
would be noticeable. 

Some shippers along the line of the 
St. Paul have objected to the proposal 
because they believe that it would leave 
the St. Paul at such a competitive disad- 
vantage that service would be seriously 
impaired. The Transportation Act pro- 
vides that one half the earnings in ex- 
cess of a fair return are to be turned 
over to the Government, and if the 
Great Northern Pacific earned more 
than was reasonable, the railroad would 
not be the sole beneficiary. On the other 
hand, it was pointed out above that rates 
should not be reduced immediately, and 
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the normal growth of traffic in the re- 
gion should bring greater prosperity to 
the roads serving it. 

The economical operation of the 
Great Northern Pacific would tend to 
increase its financial strength and credit, 
and place it in a better position to meet 
the needs of the territory for adequate 
railroad expansion. One of the essen- 
tials for the success of private operation 
of the railroads is that they have sufh- 
cient credit to enable them to extend 
into new territory and to improve exist- 
ing lines to care for additional traffic. 
A strong, energetic railway is able to do 
much in protecting its shippers and help- 
ing them to reach competitive markets, 
and the public interest of the northwest 
demands such service from its common 
carriers. It seems reasonable to expect 
that the unified roads would be able to 
serve the northwest in offering it greater 
possibilities of distribution than is pos- 
sible under existing conditions. 


The intra-regional service offered by 
the Great Northern Pacific should also 
be expedited by the unification. Shorter 
routes will be used than those which 
must be taken under separate manage- 
ment, and terminal delays will be re- 
duced by the elimination of inspection 
and accounting at interchange points. 


On the other side of the balance is 
the claim by many shippers and munici- 
pal bodies that the unification would de- 
stroy competition and establish a prac- 
tical transportation monopoly in the 
northwest. This is true to a certain ex- 
tent. The combining companies operate 
parallel lines and handle similar traffic, 
although in the main they run through 
different local territories between ter- 
minals. In another sense they are com- 
plementary, for the preponderance of 
mileage of the Great Northern is on the 
eastern part of its line, while that of the 
Northern Pacific is on the western part. 





Approximately 60% of the Northern 
Pacific trackage is west of the Montana. 
Dakota line, while 62% of the Great 
Northern trackage is east of it. More. 
over, there is substantial competition 
with other transcontinental roads at 
practically all important terminals. Mr. 
Budd pointed out that “it is important 
to protect purely local points in the mat. 
ter of service, since all the business at 
these points goes to one railroad; where. 
as if there is injurious discrimination in 
service in favor of competitive points, 
the result is to diminish the traffic which 
would go wholly by that railroad, in 
favor of traffic which it would have to 
share with other competitors. 


Mr. Budd also pointed out, in refer- 
ence to the elimination of competition 
between the two Northern roads, that 
the population of the competitive com- 
munities which are served by those 
two carriers and by others is about 
2,000,000, while less than 125,000 per- 
sons are located in communities which 
are served by the two Northern lines, 
but by no other company. Obviously, 
the elimination of competition from this 
point of view alone would be chiefly 
theoretical. On the other hand, there is 
undoubtedly a high degree of competi- 
tion between the Great Northern and 
the Northern Pacific, as is evidenced by 
the keen feeling of the employes of 
either road against the other. This 
spirit of rivalry would disappear under 
unified operation, and the general mo- 
rale of the employes might suffer. 


To summarize the effects of the unif- 
cation upon the general public: it 1s 
probable that the consequences of the 
action would be on the whole quite bene- 
ficial. Reasonable and favorable rates 
in the region would be more easily main- 
tained. The territory would be pro- 
vided with a strong transportation sys- 
tem capable of aiding in the develop- 
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ment of that section of the country and 
in the protection of its shippers. These 
factors outweigh the loss which a few 
communities might suffer in certain lines 
and the loss which might result from the 
elimination of a certain amount of local 
competition, though such loss should not 
be large under strict regulation. 

The unification seems to be in the di- 
rect line of modern railway develop- 
ment, for the tendency has been toward 
the establishment of a few large, well- 
balanced, independent systems, each 
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strong enough to meet the growing 
needs of the territory it serves, yet 
checked in its actions by the keen com- 
petition with its peers in a larger sense, 
and forced to keep abreast of the times 
in all that relates to management and 
economy of operation. The proposed 
Great Northern Pacific would do much 
to develop the northwest and to provide 
its people, under honest, efficient, and 
economical management of existing 
transportation facilities, with adequate 
transportation. 


tp —————_— 


THE WORKING OF THE WEBB-POMERENE LAW! 


ta years have passed since the en- 
actment of the Export Trade Act, 
commonly known as the Webb-Pome- 
rene Law—a period adequate for the 
demonstration of its worth to American 
business. This treatment of the subject 
will attempt to show some interesting 
indications in connection with the oper- 
ation of the law rather than to give com- 
plete consideration to all its phases. 
These have in many instances been ade- 
quately treated in readily available 
sources.* The information on which the 
discussion is based has been secured 
from United States Government publi- 
cations, other printed sources on the 
subject, and from interviews and ques- 
tionnaires directed to associations which 
have reported under the Law. The re- 
plies from these associations were confi- 
dential, and their names, consequently, 
will not be divulged. 


The Law and the Conditions Under 
Which It Was Passed 


The European War wrought funda- 
mental changes in international com- 
merce, One of its main influences in the 
United States was the immense stimu- 





lation in export of military supplies to 
the warring nations. The balance of 
trade in favor of the country was enor- 
mous. It was realized, however, that 
the situation was abnormal, and that the 
end of the war would not only terminate 
abruptly the demand for war materials 
but also mark the institution of intense 
competition by the erstwhile belligerents 
for their temporarily abandoned mar- 
kets. All of the important warring 
countries were making extensive prepa- 
ration for this contingency; the United 
States alone had been tardy, influenced 
largely by the sense of security which its 
favorable position engendered. 

Under the authority of the act creat- 
ing it, the Federal Trade Commission in 
1916 completed an exhaustive investiga- 
tion of competitive conditions affecting 
Americans in international trade. In its 
report, it outlined the factors of impor- 
tance affecting the conduct of foreign 


1 Adapted from a thesis written for the course in 
Foreign Trade Research in the Graduate School of 
Business Administration, Harvard University: The 
Working of the Webb-Pomerene Law, by David H. 
James. 

2 For instance, American Foreign Trade, by Wil- 
liam F. Notz and Richard S. Harvey, Indianapolis, 
The Bobbs-Merrill Co., 1921. 
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trade. Fundamental among them was, 
of course, cost of production. Others 
were facilities for ocean shipping, and 
for banking and credit; the investment 
of capital in foreign countries; the train- 
ing of manufacturers and merchants in 
the conduct of export business. With 
none of these, specifically, did Congress 
attempt to deal in the Export Trade 
Act. Its attention was directed solely 
toward giving American exporters a 
means to combat the effects of the trade 
combinations which were permitted and 
encouraged by important competing na- 
tions; and toward dispelling the fear en- 
tertained by American producers that 
cooperation in export trade might be 
prosecuted under the terms of the Sher- 
man and Clayton Acts. 

The American attitude of individual- 
ism toward trade combinations did not 
exist in an effectual form in any of 
the countries which constitute our chief 
trade competitors. The economic mo- 
bilization attendant on the war gave im- 
mense stimulus to the previously existent 
tendency in these countries in the di- 
rection of industrial monopoly control. 
The movement extended even to the 
permanent nationalization of certain in- 
dustries in Germany and Russia. Ger- 
many, France, England, Austria, Bel- 
gium, and the Scandinavian countries all 
permitted combinations for the exploita- 
tion of international buying and selling. 
The larger American concerns operat- 
ing in the export field—notably, Stand- 
ard Oil, United States Steel, and Inter- 
national Harvester—were able to oper- 
ate successfully under these conditions. 
But export competition by companies of 
smaller size was severely handicapped. 
It was anticipated by its framers that the 
Export Trade Act would mitigate these 
difficulties, and place the small American 
exporter on a firm basis for the disposal 
of his goods. 


The Webb-Pomerene Law, endorsed 
by President Wilson and by importart 
trade associations, was passed on April 
10, 1918. With certain restrictions, jit 
exempted from the operation of the 
Sherman and Clayton Acts combinations 
formed solely for the export of goods 
from the United States to foreign coun- 
tries. The restrictions were designed to 
prevent the restraint of trade within the 
United States, as prohibited by the 
Sherman Act, and the restraint of the 
trade of any one American exporter by 
any other. The Law went further in 
extending the prohibition against unfair 
methods of competition to acts per- 
formed in the course of conducting trade 
in foreign countries. It also prescribed 
the conditions under which the author- 
ized associations should be organized, 
stipulated annual reports of their pro- 
cedure, and lodged in the Federal Trade 
Commission the necessary supervisory 
power. 


Operations Under the Law 


It was anticipated by the proponents 
of the legislation that a considerable 
number of associations would be formed 
under its provisions, and that they would 
play a substantial part in the post- 
war prosecution of American exporting. 
The Annual Report of the Federal 
Trade Commission for 1918 contains 
the following statement: “Compara- 
tively few associations filed during the 
fiscal year ended June 30, 1918, the 
total number being 48. Of these only a 
few apparently are associations of im- 
portance from the point of view of the 
magnitude of the business involved.” It 
is evident that ultimately the number of 
associations was expected substantially 
to exceed 48, and their relative impor- 
tance to increase correspondingly. From 
the vantage of historical perspective, 
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this confidence seems hardly to have 
been justified. It will be interesting to 
determine what the course of operations 


has been. 


Number of Associations Reporting 


The number of associations reporting 
under the Act has varied as follows: 


1988. . das 48 ee 55 
ae 58 $904...+ 50 
ae 43 le 50 
ee 48 er 51 
eee 46 Pee 55 


The drop from 1919 to 1920 may be 
attributed to two circumstances. First, 
there was some question during the 
early months as to exactly what type 
of exporting enterprises were included 
under the Law; and there was a stiff 
penalty, furthermore, for those who 
were qualified and who failed to report. 
Many concerns, therefore, although 
they did not consider themselves eligible, 
reported rather than risk the possibility 
of a fine; and when the construction 
of the Law was better defined, these 
dropped out. Second, other concerns 
which had been formed for temporary 
exportation of war supplies dissolved 
during this period. 

Since 1920, there has been some in- 
crease in the number of firms reporting; 
but during the last five years, it has fluc- 





* The American copper industry, for one, has not 
only succeeded in forming a joint organization to 
control sales abroad, but has united with certain 
foreign producers and handlers under the name of 
Copper Exporters, Incorporated. Stabilization of 
prices for the metal in Europe followed soon after 
this action. (See New York Times Annalist, May 
4, 1928, p. 781.) 


*The Federal Trade Commission’s Annual Re- 
port for 1927 gives the following distribution by 
industrial groups of the dollar sales for the previ- 
ous year: “Lumber and wood products . . . , in- 
cluding pine, fir, redwood, walnut and hardwoods, 
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tuated within the narrow limits of 50 
and 55. 

Data regarding the number of con- 
stituent producers included in the re- 
porting associations are not available in 
accurate form. In 1927, however, ac- 
cording to the Federal Trade Commis- 
sion’s report for that year, they approxi- 
mated 1,000; and it is understood that 
this figure has not been exceeded in the 
past. The average number in each as- 
sociation in 1927 was 18, a fair picture 
of the general distribution. 

The proportion of the total exports 
of each industry which is handled by the 
association or associations representing 
it varies widely—from complete mon- 
opoly in some instances to a relatively 
small percentage in others.** 

Excluding the abnormal year 1919, 
when 34 associations ceased reporting, 
the average life of dissolving associa- 
tions has been 3.4 years. The average 
life of all associations reporting in 1927 
was a little more than 5 years (as of 
June, 1927). Of the 55 associations 
reporting in 1927, 17 had been in exist- 
ence since January, 1919. 


Dollar Sales of Reporting Associations 


The dollar sales of Webb-Pomerene 
Law combinations are not available for 
all years. The figures for 1924, 1925 
and 1926, however, are given in the 


turpentine -and rosin, wooden tools, barrel shooks 
and clothespins totaled about $35,700,000. Exports 
of metals, including copper, zinc, iron and steel 
products, machinery, railway equipment, pipes and 
valves, amounted to $56,500,000. Chemical prod- 
ucts, including caustic soda, soda ash, !'quid chlo- 
rine, soda pulp, paints and varnish, totaled $3,- 
100,000. Raw materials such as phosphate rock, 
crude sulphur, etc., amounted to about $14,300,000. 
Paper, abrasives, cotton and rubber goods, buttons, 
and miscellaneous manufactured products totaled 
$55,900,000. Foodstuffs including milk, meat, sugar, 
corn products, flour, canned salmon, and dried fruit 
totaled about $35,000,000.” 
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Federal Trade Commission’s Annual 
Report for 1927; and those for 1920 
and 1923 are quoted from a compilation 
of Dr. William F. Notz of the Commis- 
sion. As a more accurate indication of 
the importance of the associations, the 
relation which their sales bear to the 
total exports from the country for the 
respective years is also shown: 





Exports by Webb- | Relation to Total 
Pomerene Law Dollar Exports 
Associations in | from the United 





Dollars States 
eae $221, 000, 000 2.7% 
ee 153,000,000 3.6 
1924..... 140,000,000 3.0 
Ee 165 , 000, 000 <5 
Ds 6.00 200, 000, 000 4.2 











Experience of Associations Operating 
Under the Law 


In 1926, 51 associations reported. 
Personal interviews were secured in the 
spring of 1927 with officials of 11 of 
these. Of the remainder, answers to 
questionnaires were received from 19. 
The results which these 30 associations 
have experienced may be taken as fairly 
indicative of those of the whole group. 

Of the 30, 11 were inactive, reporting 
either with the prospect of future activ- 
ity or because dissolution was undesir- 
able on other grounds. Inactivity was 
forced on five of them by the fact that 
their costs were too high to allow them 
to compete with foreign producers. 
Others of the eleven were presumably in 
a similar situation. 

Several advantages were mentioned 
as accruing in practice to export combi- 
nations. Price fixing and price stabili- 
zation are probably the most important; 
often, in fact, the association exists for 
little else. Important, also, is the elimi- 
nation of competition among American 
exporters—the united front which the 


framers of the Act contemplated. Oth 
ers are the exchange of information re. 
garding price changes, trading terms, 
discounts, and so forth; the stimulation 
of demand in foreign countries; yni. 
form grading; saving in brokerage and 
freight charges; reduction in selling and 
overhead expense; joint advertising; the 
development of ethical business prac. 
tices; and cooperative action of small 
concerns which would be unable to work 
alone. 

Opinion differed as to whether, in 
general, combination for export trade 
was worth while. Some : ssociations 
considered that the anticipated benefits 
had been secured, in large measure; 
others considered the permission of the 
Law of doubtful value, had experienced 
difficulties, or desired the Law changed. 
Dissatisfaction was registered in several 
connections. In some cases the alloca- 
tion of orders to the member firms was 
a delicate matter and caused trouble. 
In others, jealousy and suspicion among 
the members prevented smooth opera- 
tion. One association deemed it illegal 
to return to member firms goods which 
could not be sold abroad, and wished to 
have the Law amended to provide for 
this contingency. Another stated that 
success depended on the domination of 
the association in the industry. A third 
thought the Law well adapted to the 
export of staple commodities of uniform 
grade, but not of specialty or branded 
products, which must be promoted on an 
individual basis. 

The active associations with which 
contact was secured divide into two ap- 
proximately equal groups. One consists 
of loosely organized combinations func- 
tioning mainly in the capacity of price- 
fixing and credit-fixing instrumentalities. 
These, in general, operate in industries 
where the type of product varies among 
individual producers to such an extent 
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as to present difficulty in the use of an 
association brand. The other type of 
association not only fixes prices and 
credit terms, but combines more thor- 
oughly to save on overhead, to prevent 
duplication of sales effort, and for more 
eflective foreign advertising. These 
more thoroughgoing combinations are 
the ones which face the difficulties in- 
herent in the allocation of orders. This 
group, in general, operate in industries 
in which the product is more nearly 
standardized than in those of the first 


group. 


Evaluation of Operations Under 
the Law 


It seems hard to escape the conclu- 
sion that the Webb-Pomerene Law has 
proved something of a disappointment, 
at least on the basis of the expectations 
held out for it by its proponents. The 
number of reporting associations has 
never exceeded the figure of 58 set in the 
abnormal year 1919; and since 1923 it 
has not risen above that year’s figure of 
55. The number is not large, particu- 
larly when it is remembered that a con- 
siderable group of the associations are 
not active and that several industries are 
each represented by more than one asso- 
ciation (button manufacturers by as 
many as five). 

The percentage of the total exports 
of the United States which is handled 
by the reporting associations is also 
small. There is some encouragement, 
however, in that this percentage has 
risen, and that the increase was particu- 
larly felt between 1925 and 1926. The 
dollar sales for 1927 will not be avail- 
able until the Federal Trade Commis- 
sion’s report is published in the summer 
of this year. If the movement is then 
shown to have continued, it may prove a 
significant indication of future progress. 
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It is interesting, in this connection, to 
note that most of the associations which 
were reported as inactive are groups of 
small producers, for whose benefit the 
Act was passed. If it be assumed that 
the distribution of inactive associations 
is the same for the group of 21 from 
which no replies were received as for the 
30 which did reply, then there were be- 
tween 30 and 35 active associations in 
1926, doing a business of $200,000,000. 
The average sales of each active asso- 
ciation for that year were, on this basis, 
about $6,000,000. Altogether, the an- 
alysis seems to indicate that the benefits 
of the Law to a large number of small 
producers have not been experienced in 
the anticipated measure. 

Several reasons may be adduced to 
explain the situation. First, costs of 
production have kept some classes of 
producers from competing in the export 
market with foreign sources. Second, 
other classes are still engaged mainly in 
exploiting the home market, which is in 
general the most profitable, and serious 
efforts in the export field will not be 
made by them until the demand of Amer- 
ican consumers is more nearly satisfied. 
Third, the larger American concerns in 
the export business already possessed 
adequate organizations when the bill 
was passed; they will either retain their 
individual status, or will combine in the 
future only when they reach the conclu- 
sion that such combination is to their ad- 
vantage. Fourth, because the Law pro- 
hibits its combinations from engaging 
in importing, the type of concern is elim- 
inated which carries on that type of 
trade in addition to exporting. Fifth, 
many firms would be interested in com- 
bination only if it applied to internal 
trade; and others may not combine for 
fear of being suspected of tampering 
with the domestic market. Despite the 
safeguards provided in the bill, there is 
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probably some opportunity for manufac- 
turers to make use of the permissive 
features in meeting to consider questions 
of purely domestic interest.® 

Although operations under the Webb- 
Pomerene Law have hardly justified ex- 
pectations, it cannot be assumed that the 
legislation has completely failed of its 
purpose. Small businesses have found 
it advantageous for the conduct of their 
exporting; large ones have utilized its 
provisions for price-fixing and the ex- 
change of information. As American 
business men become better acquainted 
with its possibilities, they may take ad- 
vantage of them in larger number. Con- 
ditions adverse to the successful appli- 
cation of the Law may not exert so great 


5It is significant to note the secrecy with which 
the government has invested much of the detailed 
procedure of associations under the Act. There may 
be good reason behind the policy. It may have been 
instituted at the request of the associations them- 
selves, perhaps with a view toward further pro- 
tection of their position in international competi- 
tion. But failure to make public pertinent informa- 
tion in this connection does not serve to resolve the 
doubts of those who see in the Law a convenient 
subterfuge for industries which desire to exercise 
control over their domestic markets. 


an influence in the future; in that event 
the machinery which it provides will be 
a very useful instrument to have regis. 
tered on the statute books. 

The philosophy underlying the Law, 
furthermore, is an indication of the par- 
tial reversal of the American attitude 
of opposition to business combinations. 
The spirit of individualism still remains, 
but the country has come to have less ip. 
stinctive fear of big business. This re- 
laxation of antagonism has been fore- 
cast by the “rule of reason” as applied 
to litigation under the Sherman Law 
since 1911, and by the passage of the 
Export Trade Act and the Transporta- 
tion Act of 1920. It is quite possible 
that this changing attitude may extend 
in the future to the legalizing of com- 
binations for importing and for the con- 
trol of domestic trade. Such treatment, 
in fact, is now being recommended for 
the oil, bituminous coal, and radio and 
telegraph industries, among others. If 
this sort of legislation is enacted in the 
future, the Export Trade Act will prove 
significant as a forerunner of a changing 
sentiment on the part of the American 
people. 
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CASE STUDIES IN BUSINESS 


ROTATION BILLING 


ANY retail store executives are 
M dissatisfied with the prevailing 
methods of billing accounts re- 
ceivable. This dissatisfaction is due to 
the duplication of billing efforts which 
occurs throughout each month, as a re- 
sult of daily posting of transactions, and 
to the undesirable peak in billing duties 
which occurs at the end of each month. 
In an effort to correct this situation, a 
group of retail stores in Boston decided 
to study the existing billing situation to 
determine whether or not any changes 
in procedure were possible. 


I 


As a background for such a study, it 
is well to note the typical practice in 
handling charge sales. Charge sales and 
credits, of course, originate in the sell- 
ing departments at the request of cus- 
tomers whose names are on the charge 
account list. At the end of the day, 
these sales and credits are assigned to 
the sales audit department. Several 
steps take place in this department, but 
this discussion is concerned primarily 
with the totals of the day’s sales and of 
the day’s credits which are obtained. 
Upon completion of the audit work, the 
sales and credits are given to the billers 
for posting to the accounts receivable 
ledgers. This posting also includes the 
cash tickets, which are duplicate records 
of the cashiers’ records of payments on 
accounts receivable outstanding. The 
posting takes place daily in many stores, 
while in others each posting operation 
includes the accumulation of several 
days’ tickets. After the individual post- 
ing has been completed, the billers use 


the pre-determined totals obtained from 
the sales audit and cashiers’ depart- 
ments to verify the balances resulting 
from their posting activities. Billers 
also report accounts that are buying 
heavily, and the authorizers’ index is 
marked with the proper warning signal. 
Moreover, the billers make out overdue 
statements each month for charge ac- 
counts, and these statements provide the 
basis for placing overdue warning sig- 
nals on the authorizers’ index. The 
usual practice is to treat transactions on 
the last three working days of each cal- 
endar month as items that will appear 
on the statement for the subsequent 
month. Such a custom has developed to 
enable the charge statements of each 
month to be mailed by the first day of 
the subsequent calendar month. 


II 


Daily posting, or practically daily 
posting, is responsible for the duplica- 
tion of billing effort. Time is wasted in 
locating ledger cards, because the same 
ledger sections are referred to daily, 
postings are made to ledger cards which 
bear similar names, and numerous times 
the same ledger card must be used at 
frequent intervals during the month. 
Moreover, the necessity for daily refer- 
ence to ledger sections creates openings 
for billing errors, such as posting to an 
improper account. After the desired 
ledger card is found, the card must be 
inserted in the billing machine. This 
operation involves a serious loss of time 
in billing charge accounts on which sales 
are made with considerable frequency 
during the month. Upon the comple- 
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tion of the daily posting, balances must 
be obtained that agree with the pre-de- 
termined totals of the sales audit de- 
partment and the cashier’s department. 
It is obvious that a further loss of time 
is experienced here which could be 
avoided if billing operations were not 
conducted on a daily basis. 

While the items of the last three 
working days of each month appear on 
the statement for the subsequent month, 
a peak billing load occurs with discour- 
aging regularity at the end of each 
month. The result is that the charge 
department is under severe pressure dur- 
ing this period, and working efficiency 
suffers correspondingly. 


III 


The committee in charge of the inves- 
tigation for a group of Boston retail 
stores believed that its study of the bill- 
ing situation might result in the realiza- 
tion of sizable billing economies and in 
the elimination of the undesirable peak 
period of work.! 

While the opinion exists that retail 
stores have a somewhat different billing 
problem than do public utilities, the fun- 
damental principles of rotation billing 
may be capable of utilization by the re- 
tail units. In fact, any retail store that 
employs mechanical billing may find it 
advantageous to adopt such a scheme if 
there are no fundamental objections 
which would make the plan impractical 
or unworkable. 

This discussion, therefore, will de- 





1 These beliefs were supported by the recent suc- 
cess of an American public utility in spreading its 
peak load of accounts receivable posting throughout 
the entire month. This utility has adopted a plan 
of rotation billing which calls for a division of the 
calendar month into six periods. A certain group 
of accounts receivable are assigned to each of these 
periods and all charges for each group are accumu- 
lated until the billing period of each group has 





scribe the basic principles of rotation, or 
staggered, billing. Consideration also 
will be given to the potential objections 
or resistance that may be encountered 
from customers; the objections which 
may defeat the purpose of the plan or 
prevent its adjustment to systems now 
in common use; the economies that may 
be expected; and whether the plan, if 
feasible, is applicable to the average re. 
tail store. 


IV 


The fundamental principle of rotation 
billing is the distribution of the volume 
of billing work throughout the entire 
month, to eliminate the peak period and 
the duplication of billing effort. 

It is fundamental that the most even 
distribution of work is obtained by di- 
viding the calendar month into periods 
and assigning a definite portion of the 
accounts receivable to each of these 
periods. These periods should be of 
sufficient duration to cover a reasonable 
volume of work. While these divisions 
may be varied in different localities, it is 
suggested that the month be divided 
into six periods, ending the fifth, tenth, 
fifteenth, twentieth, twenty-fifth, and 
thirtieth of each month. To each of 
these calendar sections a certain group 
of accounts receivable are to be assigned. 
Sales credit and cash items are to be 
accumulated for each group’s fiscal 
month (that is, May 5 to June 5). 
After the close of a group period, the 
accumulated items for the month are to 
be posted in a single operation. By the 





closed. At that time, the posting for each group is 
completed in a single operation, and the statements 
are mailed. Sales tickets for the next group ar* 
ready for posting by the time that this previous step 
is completed. During the month, therefore, these 
group operations are carried on constantly and no 
peak period is experienced. Moreover, major 
economies in billing expense are realized, because 
of the elimination of duplication of effort. 
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time this group’s posting, balancing, and 
overdue statement preparation are com- 
pleted, the items for the next group 
(May 10 to June 10) are ready for 
posting. , 

The accounts receivable may be di- 
vided over the suggested six periods by 
one of several methods. Those meth- 
ods may be classified as divisions on the 
basis of local, geographical boundaries 
(that is, Cambridge, Allston, Everett, 
and so forth), on the basis of purchas- 
ing power of classes of customers, on the 
basis of actual numbers of customers on 
the charge list, or on the basis of vol- 
ume of work. 

It is obvious that the most logical 
plan would be to divide according to the 
volume of work. It is true that the 
other bases have certain advantages, but 
they give no assurance that the volume 
of billing work would be distributed 
evenly over the six calendar periods. 

Past experience with credit, sales, and 
cash tickets volume, would provide a 
basis for dividing the existing alphabeti- 
cal arrangement in such a way that each 
group of accounts receivable would con- 
tain approximately an equal portion of 
potential labor. While the existing al- 
phabetical arrangement would not be 
disturbed, each group of accounts re- 
ceivable would be sub-divided to facili- 
tate assignment of work and to remove 
the difficulty of seeking the monthly 
balances on too large a volume of ac- 
counts. 

_The most practical plan of rotation 
billing, therefore, is to divide the calen- 
dar month into six periods. To each of 
these periods a group of accounts re- 
ceivable, representing an equal volume 
of potential labor, is to be assigned. 
Sales, credit, and cash items for each 
group are to be accumulated for its fiscal 
month and posted in a single operation. 
As rapidly as billing operations of one 


group are completed, the statements are 
mailed and work is begun on the items 
for the next group. 

The sorting, billing, and mailing op- 
erations, therefore, are continuous, and 
no undue pressure need be exerted on the 
organization at any one time. More- 
over, the billing of each group’s items in 
a single operation allows the desired 
billing economies to be realized by the 
elimination of duplication of effort. 


V 


There are, of course, objections to 
such rotation billing. 

Probably the first is the potential 
customer resistance that may develop 
against any plar of this sort. For many 
years customers have received their 
statements within the first few days of 
each month, and this custom has become 
firmly intrenched. Moreover, it is 
claimed that many people plan to pay 
their bills about the first of each month, 
and that a plan of rotation billing may 
disturb the budget or schedule of these 
people. It is maintained further that, 
if the contemplated plan were put into 
eftect over the objection of these cus- 
tomers, bills received after the first bill- 
ing period of each month may be held 
over until the following month before 
payment is made. Such an objection 
would attain serious proportions if the 
number of accounts receivable so affected 
are of a very large volume—either in 
physical numbers or in dollars. 

It is imperative, of course, that a 
radical departure of this sort from es- 
tablished practices would require its 
adoption by the most prominent retail 
outlets of a locality, at least, to insure 
it of an even chance for success. Educa- 
tion of customers to new ideas is being 
carried on constantly by all types of busi- 
ness establishments. It has been argued 
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that such education would not be pos- 
sible with regard to rotation billing in 
retail stores. The claim is that utilities 
can achieve success because their prod- 
uct is necessary and the customer must 
accept any changes in system that are in- 
augurated. Customers are attracted to 
retail stores, however, by the type of 
merchandise that those stores distribute, 
and it is doubtful if a change in system 
would cause a noticeable loss in patron- 
age. Furthermore, it must be remem- 
bered that this scheme is dependent upon 
its adoption by retailers in general, so 
there is no danger of patronage shifting 
from one store to another. 

Concentrated educational efforts of 
the retail stores could demonstrate to 
the majority of customers the desirabil- 
ity of rotation billing within the first 
month or two. The conversion of the 
remainder would be merely a matter of 
time and patience. The program sim- 
ply needs to be carried on in a very 
common sense way.” 

While it may be true that customers 
can be educated to the mere acceptance 
of their bills at other times than the first 
of the month, no reasons have been given 
to refute the theory that cash receipts 
would be affected adversely. 

There is no doubt that for the greater 
part of a year, at least, some customers 
would delay payment of bills received 
after the first of the current month until 
the first of the subsequent month. The 
questions that arise here are whether 
the majority of accounts receivable 
would be affected by this delay in pay- 


* Reference has been made to the success enjoyed 
by an American public utility. Its method of edu- 
cation was the use of a four-leaf stuffer that ex- 
plained frankly why the new system was inaugu- 
rated and asked the customers if they knew of any 
sound reason why the old system was necessary. 
The number of unfavorable responses was rela- 
tively unimportant. The retail stores could utilize 
this same policy. 





ment, and, if so, whether there are any 
offsetting factors that would tend to 
mitigate the possible effects of such 3 
delay. 

Some people plan to pay all their bills 
at a definite time each month. This 
fact would seem to indicate that cash 
would not be paid on bills received after 
this period. It must be remembered, 
however, that all the important retail 
outlets are to adopt this plan, and these 
customers would be faced with the ne- 
cessity of changing this period set aside 
for the payment of their bills. Such a 
change doubtless would be made in most 
instances, because the people who plan 
to pay all bills at a certain date are anx- 
ious to make prompt settlement for any 
accounts they owe. It seems very rea- 
sonable to assume that they merely 
would adjust this date if their retail 
store bills were received at a later date. 

One problem that would arise here, 
however, is likely to cause some confu- 
sion. Division of accounts by each 
store, on the basis of volume of work, 
would mean that each store would not 
have the same alphabetical divisions as- 
signed to a particular billing period. 
Such a variation would be caused by dif- 
ferences between stores in the volume of 
charge business, the number of open ac- 
counts, and the relative activity of these 
accounts. Alphabetical divisions might 
be syii. ~onized in time, but without ac- 
tual experience to govern such a step 
there seems to be a danger of interfer- 
ing with the desired even distribution of 
work. The fundamental difficulty with 
this supposed variation is that some cus- 
tomers would receive their bills after 
two billing periods rather than after one 
billing period. It does not seem possible 
that such a condition would extend over 
more than two periods for any one cus- 
tomer, because each store, regardless of 
its volume, must post all its accounts re- 


gr IITADVWADYT) RITCINGTCR YMTwrrerxuys 








cel 


Wi 


th 


oO 


es of 


~~ ms «5 25 4 3 - oO 


= 


-" — _ aaa or) 6a ~~ aa ee 








any 
| to 


Dills 
his 
‘ash 
fter 
red, 
tail 
lese 
ne- 
side 
ha 
ost 
lan 
nx- 
any 
ea- 
ely 
‘ail 


re, 
fu- 
ich 
rk, 
lot 
1S- 
rd. 
if- 





ceivable at an even pace during the cal- 
andar month. The two important dis- 
advantages are that the customer might 
be irritated and that the bills received 
frst would be paid, in many instances, 
before those received the following 
week. The first objection may or may 
not prove to be very serious, but much 
weight should not be attached to it. 
Even under the present billing scheme, 
there are several days’ difference, at 
times, in the dates on which bills are 
mailed or received from the different 
stores. While one store may be penal- 
ized, from a payment viewpoint, because 
its bill is received by a particular cus- 
tomer at a later date than are the other 
bills of that customer, this condition 
should tend to balance evenly for each 
store when accounts are considered in 
the aggregate rather than individually. 

Bills have been mailed on the last day 
of each month for many years, and it has 
given rise to the belief that most good 
customers pay their bills within a few 
days after their receipt. Nothing could 
be further from the truth. 

An analysis of the ratings of credit 
bureaus demonstrates that an account is 
considered as prompt pay even though 
payment in full is delayed for a period 
of from thirty to sixty days. Further, 
an examination of cash records of the 
average retail store reveals that pay- 
ments are not received as promptly as 
many persons believe. 

It is true that the first ten days of each 
month show a peak in cash receipts. 
This peak, however, is not unusually 
pronounced. The cash received at this 
time, moreover, comes from customers 
who have relatively small bills or from 
customers who insist upon paying their 
statements as soon as they are received; 
because of personal preferences, the 
manner in which their income is received, 
or for some other reason. There is 
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every reason to believe that the majority 
of the cash represented in this first-of- 
the-month peak would continue to be 
received shortly after the monthly state- 
ments are mailed to this class of cus- 
tomers. The only difference would be 
the receipt of cash more evenly through- 
out the month rather than in a peak 
around the first of the month. 

There are two other factors that dem- 
onstrate that cash received about the 
first of each month is not all important. 
Cash receipts, after the first ten working 
days, drop from the peak level, but they 
are maintained in relatively important 
amounts for the remainder of the month. 
This flow of cash is obtained partly 
from customers who received their state- 
ments the first of the month. It is rea- 
sonable to assume, therefore, that this 
cash will be received at approximately 
the same time under a plan of rotation 
billing. Figures released by the Federal 
Reserve Banks of New York and Boston 
reveal that collections during a month, 
on the accounts receivable outstanding 
at the first of the month, fluctuate 
around a 50% level. That the figures 
of these two cities correlate rather well 
indicates that this condition is not pe- 
culiar to any one community. The fig- 
ures for these two series follow: 


TABLE I. PERCENTAGE OF ALL ACcoUNTs OuUT- 
STANDING AT THE END OF THE MONTH COLLECTED 
DuRING THE FOLLOWING MonTH—ALL DEPARTMENT 
STORES. 














1926 1927 
BE oi kas, os etek ce ae 49.7 50.9 
SEES areas oF Ser 48.7 50.1 
I cts 6's sons 008 1 PP ee 47.4 48.9 
RS ore , 46.7 47.7 
TAS, GPR Ae 44.3 43.3 
MR Sala ccic ss 5 53.0 51.8 
September....... ' 52.5 50.9 
a 55.7 54.4 
November....... 51.1 52.8 
December. oe 42.8 45.2 

1927 1928 
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Source: Monthly Bulletin, Boston Federal Reserve Bank. 
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The facts borne out by these tables 
and by the method of rating accounts 
employed by the retail credit bureaus 
lend sound support to the statement that 
many charge accounts are paid on one of 
three bases: on account, in 60 days, or 
in 90 days. Payments on account or in 
60 days doubtless are the most impor- 
tant of these three bases. It is difficult 
to conceive how a system of rotation 
billing would inconvenience the many 
customers who do not pay their bills 
during the first week of each month. 
Moreover, there does not seem to be 
any sound reason for anticipating a de- 
cided falling-off or delay in cash pay- 
ments on these accounts receivable. 

Another factor that merits emphasis 
is the number of wage earners who are 
paid by the week and who, in numerous 
instances, provide for the payment of 
their charge accounts out of several 
weeks’ earnings rather than at any set 
time about the first of the month. In 
fact, the increasing favor with which 
charge accounts are regarded has re- 
sulted in an increasing number of the 
lower middle class taking advantage of 
the conveniences and services possible 
under these charge accounts. Analysis 
of new applications doubtless would 
prove the fact, in most cases, that the 
number of weekly wage earners who are 
added as customers greatly outnumber 
those people who receive their income 
on a monthly basis or who are inclined 
to pay in full shortly after the receipt of 
each bill. Continuation of this trend 
would lessen even more the importance 
of mailing all bills the first of each 
month. 

Numerous stores consider the charges 
made on the last three working days of 
each month as items to be billed on the 
subsequent month’s statement. Other- 
wise it would be a practical impossibility 
to mail statements to customers so that 


HARVARD BUSINESS REVIEW 

















Tasve II. Percentace or Open Accounts Our. 
STANDING AT THE First OF THE MONTH CouLectep 
DURING THE MONTH—BosTon DEPARTMENT Sropys 
(first figure each month) anv Boston Women’s Ap. 
PAREL SHops (second figure each month). 





1924 | 1925 | 1926 1928 





— 


54.1 
51.5 


51.7 
50.7 


54.2 
52.7 


55.8 
50.0 


+f 47-4 


.4 | §0.3 
48. 


48.3 


46.6 
49.3 


52.7 
53-5 


53.1 
45-4 


50.4 
53.3 


47.3 
47.2 


48.6 
59.7 


= 

~ 

a 

- 
a8 
on + 
he £6 
oo wMN 


SS $5 &S 
no oo oo an 


= we 


an an 
Ow 
au 
an 
_uS> 


pO Oe 50. 54.0 


49-1 


mn 
a 
o f® OW 


on 
° ~S % 
“> on on om 


51.6 
5°.7 


eee a 49. 
49. 


August...... 42. 
44 


September...| 46 
46 
October. .... 51 
52 


November...| 52. 
53. 


43.8 
45-7 


$a 4b 3 
Ap CoH bw 


44.0 
42.5 


42.2 
44.6 


CA CO wh 


54.0 
54.2 


55.2 
52-9 


no 


54.6 
50.0 


54.2 
53-4 


December. . .| 51.9 
47.8 


51.8 
46.9 


53-4 
45-4 




















Source: Boston Federal Reserve Bank. 


they would be received the first day or 
two of the next month. There is no 
doubt that a considerable volume of 
charges are deferred until these three 
days to take advantage of the additional 
month allowed before payment is due. 
Consequently, cash is not received on 
these purchases, in most instances, for a 
period of at least thirty days’ longer 
duration than if they had been made a 
little earlier in the current month. Ro- 
tation billing will aid in eliminating this 
peak and in distributing these charges 
evenly throughout the calendar month. 
The billing would be carried on at an 













































even pace, and there would be no neces- 
sity for allowing a period of grace to 
-educe the effects of the month-end peak. 
It is true that customers could defer pur- 
chases until after the monthly period 
had closed, but at present they have an 
extra three days. The time required to 
bill one month’s sales tickets for a group 
—roughly five days—really amounts to 
such a period of grace. It would not be 
indicated as such, however, and the vol- 
ume of these deferred purchases should 
be reduced greatly. 

The eventual effect of rotation billing 
on cash may be a comparatively even 
flow of receipts during the month and 
with no more noticeable delay in the re- 
ceipt of this cash than is experienced 
under the existing plan.* It is not to be 
denied that there will be some delay for 
a short time after the system is inaugu- 
rated, but it would probably prove to be 
of minor importance. 


ES a a 


VI 


It must be remembered that sales, 
credit, and cash items for each group are 
accumulated for the entire month and 
then posted in a single operation. Some 
provision must be made to meet the dan- 
gers of loss or destruction of these tick- 
ets prior to the time that they are billed. 
The first day’s sales, cash, and credit 
tickets for each group would be sorted 
alphabetically, and the tickets for each 
of the following days would be added to 
this initial group. As these tickets are 
sorted, they would be placed in a locked 
file, the key of which would be available 
to only a few responsible employees. 
These tickets, of course, could be torn 


* The experience of the American public utility, 
Previously cited, indicates that rotation billing does 
not have an adverse effect upon cash receipts within 
a month but that cash is received at an even flow 
throughout the entire month. 
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out. A portion of the ticket, however, 
would remain, and the loss of those tick- 
ets should be noticed, at least, by the 
time that postings were being made. The 
locked files might be in the form of a 
binder book. Each one of these books 
would contain only a portion of the 
tickets for each group, to prevent the 
individual files from becoming too 
cumbersome. 

It is recognized that the credit depart- 
ment and the adjustment bureau have 
frequent occasions to refer to the cur- 
rent tickets during the month, in their 
efforts to settle complaints, adjustments, 
or other similar problems. The tickets 
would be sorted together for the entire 
month to date, however, and the only 
real danger from this reference would 
be that of loss or destruction. Placing 
the responsibility for safeguarding the 
locked files on a small group of em- 
ployees would minimize much of this 
risk. Danger of fire or loss of an entire 
file could be prevented to a great extent 
by reserving locked compartments in a 
safe cabinet for each group of binders. 
The same persons who are responsible 
for individual files would be responsible 
also for the protection of the entire 
group of binders that are locked in these 
safe cabinets. These problems of safe- 
guarding records, however, are part of 
the duties of internal control and really 
do not detract from the value, if any, 
of rotation billing. Moreover, their so- 
lution probably would vary in each case 
to meet the peculiarities of facilities, or- 
ganization, and so forth, of individual 
houses. 

There is another problem of control 
that should be solved before the pro- 
posed system could be accepted and put 
into practical operation. During the 
calendar year, accounting statements 
will be issued for periods of a month, 
quarter, or fiscal year. It is obvious 
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that such statements must be issued at a 
time when there are awaiting posting 
unbilled sales, credit, and cash items for 
varying periods of time. The use of 
ledger controls to obtain an accounts re- 
ceivable figure would mean that the fig- 
ure for accounts receivable, appearing in 
the balance sheet, would not be correct 
as of the date of the balance sheet. 

The desired accounts receivable fig- 
ure could be obtained, when accounting 
statements are being prepared at the end 
of the month, by adding the audit totals 
for unbilled sales, less audit totals for 
unbilled credits, to the totals that appear 
on the ledger controls. The cash figures, 
for any unbilled portion, would be read- 
ily accessible from the cashier’s records. 
The deduction of this amount would 
give the necessary figure for accounts re- 
ceivable. This would allow the issu- 
ance of a balance sheet composed of 
totals that agreed with its date of pre- 
sentation.‘ 

The majority of sales are passed with- 
out reference to the cash items that have 
been paid within the current period, so 
that no great disadvantage would be 
encountered, because cash items are 
posted once a month for each group. 
Filing of the cash items in binders would 
allow reference to be made, without con- 
siderable delay, and the recent pay- 
ments on the accounts receivable under 
investigation could be determined easily. 
Since these references are in the minor- 
ity, this problem does not justify a dif- 
ferent system for handling cash items 
than for handling sales items. When 


*The American public utility has adopted a plan 
practically identical with this suggestion, which has 
worked satisfactorily. In that case, however, there 
is an additional problem in obtaining the accounts 
receivable figure. Only a portion of the income 
can be measured accurately by the use of audit fig- 
ures on unbilled sales. The remainder of the cur- 
rent period’s sales has to be estimated. This prac- 
tice necessitates adjustments at each statement date 
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accounts are brought to date, at the end 
of each group billing period, the charge 
account index warnings could be adjusted 
to provide for any changed conditions in 
the credit standing of particular ac. 
counts receivable. This operation would 
be less laborious when the necessary 
warning changes are staggered through- 
out the month rather than grouped, as 
at present, at one time during the month, 
It is true that customers who exceed 
their buying limit would not be detected 
so quickly, but these warnings could be 
revised every month. It may be that the 
employees who sort the daily sales tick- 
ets into the locked files could be utilized 
to give a current report on customer 
purchases that are being made in exces- 
sive amounts. This problem of obtain- 
ing timely warning signals is not impos- 
sible of adequate solution. 
None of the major problems, then, 
encountered in the adoption of a system 
of rotation billing would make the plan 
impractical. Further, no individually 
peculiar systems would require serious 
adjustments to utilize such a plan of 

billing. 
VII 


The major economies and advantages 
possible under the operation of this sys- 
tem, are considerable. 

Reductions of considerable propor- 
tions could be made in the item of bill- 
ing expense, because of the single han- 
dling of the items to be posted each 
month. These economies, as has been 
stated, are possible through the savings 


to correct the company’s records for inaccuracies 
in the sales estimates for the preceding month. The 
volume of business runs into the millions, hence it 
is obvious that this problem is no simple one. If a 
concern of this size can operate the plan success- 
fully, under this additional handicap, there is no 
reason to feel that the retail outlets should conclude 
that the problem of adjusting their records to their 
statements is one of insurmountable proportions. 
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‘n time expended in locating ledger cards 
and in inserting identical ledger cards in 
the billing machines at frequent inter- 
vals. Moreover, there is to be but one 
balance each month, verified against a 
single total of the daily pre-determined 
totals of sales, cash, and credit items. 
This procedure is contrasted with the 
present practice of individual daily bal- 
ances for each posting and the general 
monthly balance at the end of the month 
to check the total of these individual 
balances. 

Sorting activities are related closely 
to billing operations and the effect upon 
this branch of the work should be noted. 
There are going to be more names of 
the same or similar spelling in each 
group of monthly tickets than there are 
in a group of one day’s or several days’ 
tickets. Accordingly, the danger of im- 
proper sorting is increased. Further- 
more, the necessity for adding tickets 
daily to the locked files creates the dan- 
ger of those tickets being filed incor- 
rectly. Any operation that is conducted 
on a larger scale, however, involves 
greater possibilities of error, unless 
more intelligently trained employees are 
used for that work. In view of the po- 
tential economies possible in the actual 
billing, increased expenditure to com- 
plete sorting in the most accurate man- 
ner possible seems to be justified. 

There is a possibility that the poten- 
tial increase of errors in sorting may be 
compensated for, at least, by the poten- 
tial reduction of errors in billing. Oper- 
ations that are duplicated numerous 
times during the month create openings 
for improper postings of one sort or 
another. When such operations are 
completed in a single posting, much of 
the risk of improper billing is cancelled. 
Actual experience would be necessary to 
determine the relative position of the 
present system and the suggested sys- 
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tem, in relation to errors in posting and 
in sorting.® 

The eventual results should be that 
there would be a sizable reduction in 
billing expense that would far outweigh 
any increased expenses that may be in- 
curred under the suggested plan of oper- 
ation. The possible savings would be 
brought out by actual experience and 
doubtless would vary with the individual 
stores. 


VIIl 


Other advantages are possible of at- 
tainment and lend additional emphasis 
to the value of the rotation method of 
billing. 

Many stores now require assistance 
at the end of the month to handle the 
work entailed in stuffing envelopes with 
statements and advertising material. 
The duties of sealing, stamping, and 
mailing also call for added employees 
in many cases. When this work is dis- 
tributed evenly throughout the month, 
it is logical to suppose that these duties 
can be performed by the regular clerical 
force for the greater part. Statements 
could not be utilized as a means of in- 
forming all active charge accounts by 
the use of stuffers, of any event that is 
to take place within a short period of 
time on a specific date. This is not a 
serious disadvantage. 

Even after the current sales, cash, and 
credits are billed, occasions arise which 
require reference to those tickets. Post- 
ings that are conducted daily or every 
few days result in the month’s tickets 
being filed in groups of separate units. 
It is obvious that the filing of each 
month’s sales, cash, and credit tickets in 





5 The experience of the American public utility 
cannot be drawn upon in this instance, because it 
reduced sorting expense and errors as well as bill- 
ing expense and errors. This is due to the fact 
that its tickets are filed according to numerals 
rather than by customer’s names. 
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one group, as suggested under the new 
scheme, would make it a much easier 
and quicker process to locate any par- 
ticular sale or sales than is possible now. 
This condition applies to past months’ 
sales as well as to the current month’s 
sales. 

A tremendous strain is placed on the 
portion of the organization responsible 
for the duties leading up to the actual 
mailing of all statements the first of 
each month. This strain is intensified 
greatly the last few days of each month 
and occasionally requires some night 
work. The inevitable result is a reduced 
standard of working efficiency the first 
few days of the subsequent month, par- 
ticularly as far as the women employees 
are concerned. Moreover, the execu- 
tive in charge may place undue empha- 
sis upon the importance of this task. 
Other duties, therefore, are apt to be 
neglected or given an inadequate amount 
of attention. Staggering the bills dur- 
ing the whole period, however, could 
remove this strain and allow a more effi- 
cient rate of operations to be maintained 
throughout the entire month. Econo- 
mies from this source are not capable of 
measurement and would vary with the 
individual organization. 

Dunning invariably is discontinued or 
carried on in a haphazard manner 
around the first of each month. Under 
the suggested plan there would be no 
necessity for cessation of dunning activi- 
ties on more than one-sixth of the charge 
accounts at any one time. Doubtless it 
would be advisable not to dun the 
group for which bills were being pre- 
pared, unless there were some bad ac- 
counts in that section that required un- 
ceasing attention. Five-sixths of the ac- 
counts would nct be affected by current 
postings, and dunning could take place 
on these accounts at a level pace. This 
factor would allow more complete utili- 


zation of existing collection facilities, 
and should result in more effective co}. 
lection operations. 

Mailing of statements at one time 
each month places a strain on the organi- 
zation that handles complaints, errors, 
adjustments, requests for data on sales, 
credit and cash transactions, and any 
other items that may prove a source of 
dissatisfaction to the customer. Stag. 
gered billing would eliminate this peak 
and spread these various customer com- 
plaints throughout the whole month. 
Two outstanding advantages are pos- 
sible by the removal of this peak period. 
Fewer complaints will be received at any 
one time, and the stores will be in a 
position to give individual cus‘omers 
more prompt and more personal atten- 
tion than is possible now. Again, a 
more efficient organization can be estab- 
lished and assigned to this type of work. 
If a separate organization is not neces- 
sary to handle this work, there would be 
less interference with other, and equally 
important, duties of the clerical staff. 

Many stores assign definite portions 
of the accounts receivable to individual 
billers who are held responsible for all 
steps that must be taken on this group 
of accounts receivable. Such a division 
of duties sometimes creates a harmful 
or worried frame of mind and endan- 
gers the efficiency of the billing staf. 
Working on group postings, the entire 
staff would concentrate on completing 
that group and should feel no definite re- 
sponsibility for completing any portion 
of it on a specific date. The billers 
would realize that as soon as one batch 
of items is posted that another would be 
ready. The check on production eff- 
ciency could be obtained by comparison 
of results, and the inefficient could be 
weeded out after a reasonable period of 
time. Since billing activities are pri- 
marily mechanical, the highest efficiency 
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should be attained by reducing mental 
responsibility of the billers to a mini- 
mum. This condition would be possible 
to a greater extent under staggered 
billing than under the present scheme, 
because billing operations are to be 
continuous rather than peaked at any 
particular time each month. 

Post-office facilities are taxed heavily 
around the first of each month. There 
have been instances of statements mailed 
the last day of a month but not delivered 
for several days, because the postal au- 


thorities side-tracked them for more 
important mail, or because the postal au- 
thorities were unable physically to han- 
dle all bills received. Staggering these 
bills should eliminate this delay in de- 
livery, and would reduce the strain on 
the postal facilities. 

The merits of this scheme of rotation 
billing appear to outweigh any possible 
disadvantages. Further, practically all 
stores which use mechanical billing 
methods could install such a system to 
great advantage. 


Anwe> 





ey 


FINANCING INSTALMENT SALES 


N the past few years the problems 

presented by the ever increasing 
volume of instalment sales have more 
and more engaged the attention both of 
economists and of business men. The 
storm of comment following the publi- 
cation of Professor E. R. A. Seligman’s 
book on this subject, and the statements 
of Col. Leonard P. Ayres, of the Cleve- 
land Trust Company, in regard to the 
total volume of instalment sales are 
sufficient evidence of the interest in this 
phase of selling. 


CALGARY FINANCING COMPANY 


The Calgary Financing Company was 
a subsidiary of the Perry Company, 
which manufactured automatic fire ex- 
tinguishers. Ordinarily, orders for fire 
extinguishers involved amounts which 
varied from $1,500 to $300,000. A 
typical order was approximately 
$50,000. On an average, 90% of the 
total annual sales of fire extinguishers 
were paid for on terms which were usual 
in the building trade; namely, 85% of 
the total expenditures during a partic- 
ular month were paid at the end of that 





month, with the balance on completion 
of the installation of the extinguishers. 
Business was conducted by the salesmen 
of the company throughout the United 
States directly with the firms that de- 
sired to install extinguishers. About 50 
salesmen were employed by the Perry 
Company, while five were kept continu- 
ally in the field by the Calgary Financ- 
ing Company. When a salesman of the 
former found a customer who desired a 
long time for payment, a salesman of the 
Calgary Financing Company was sent 
to make a contract; or if one of the lat- 
ter salesmen found a prospect for a sale 
where no financing was desired other 
than on the usual terms, a salesman from 
the Perry Company was asked to com- 
plete the negotiations. 

No sales were made on long-time 
credit unless the credit standing of 
the buyer was excellent. The usual 
method of providing for long term fi- 
nancing was to add a flat sum to the 
list price. The flat sum amounted to 
approximately 17% or 18% per annum 
on the outstanding balances at the end of 
each payment period during the life of 
the contract which provided quarterly or 
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annual payments at the option of the 
purchaser. 

Many customers were inclined, when 
first approached in regard to the pur- 
chase of a sprinkler equipment, to at- 
tempt to borrow money through banks 
or the open market in order to finance 
their credit requirements. It seemed 
apparent to them that at a 7% or 7% % 
rate the cost would be much cheaper 
than to allow the finance company to 
carry the credit burden. The salesmen 
pointed out that the primary interest 
charge on borrowing money was not the 
only cost involved in obtaining money 
from banks or in the open market. If 
the money was borrowed from a bank, 
a minimum deposit of 20% of the credit 
loan had to be carried at the bank. In 
practice, moreover, an even greater per- 
centage of the loan normally was on 
deposit at the bank, since an appreciable 
period of time usually was required to 
build up the balance in anticipation of 
the due date. This requirement would 
make the charge in reality 25% to 50% 
greater than the quoted rate. In addi- 
tion to this factor, the bank would re- 
quire an extensive audit of the books of 
the company, and if the loan ran for a 
period of five years, several of such au- 
dits might be required. In a number of 
cases it was necessary to obtain legal 
advice in making the contract for issuing 
the notes, or to ascertain the authority 
of the company to issue its obligations. 
If the notes were sold in the open mar- 
ket, it probably would be necessary to 
have a bank register them, and also to 
designate the bank as the place of pay- 
ment. For both of these functions the 
bank made a service charge. When the 
finance company furnished the required 
credit, it bore all expenses which would 
be incurred in connection with the loan. 
In total costs, therefore, the charges 
made by the finance company did not ex- 


ceed greatl, the costs under the bank or 
open market method of financing. |p 
addition, it was necessary to make some 
provision for losses from bad debts. 
This was especially true in the case of 
automatic fire extinguishers because the 
sale value was reduced by about 75% if 
it became necessary to remove equip- 
ment after installation. 

The salesmen were instructed to Point 
out that the rates and the service offered 
by the Calgary Financing Company were 
superior to those offered by independent 
financing companies. In the case of the 
latter, there was no connection between 
the company which manufactured equip- 
ment and the company which bore the 
burden of the credit. In case of pay- 
ment overdue for a few days, the officials 
of the Calgary Financing Company, who 
were in a position to keep in close touch 
with the interests of the Perry Com- 
pany, would not be strict in demanding 
payment. A finance company, on the 
other hand, probably would demand im- 
mediate payment, which might result in 
embarrassment both to seller and to 
buyer. Settlement for inferior work- 
manship could be made more easily if 
the company associated with the manv- 
facturer financed the purchase than 
would be the case if an independent 
company held the obligations of the pur- 
chaser. Among the companies which 
were customers of the Perry Company 
were many organizations of the highest 
credit rating, whose securities were sold 
widely throughout the country. These 
concerns occasionally desired to pur- 
chase equipment on long time payments. 
They did not desire to have their paper 
distributed through an_ independent 
finance company, since it might injure 
their credit standing. 

As compared with an integral depart- 


ment of the Perry Company, the sub- 
sidiary finance company had two advan- 
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tages. In the first place, it enabled 
salesmen to explain apparently excessive 
charges more easily because they could 
show that income from long time invest- 
ment was the only source from which 
the company could pay the salaries of 
its salesmen, its officers, and its clerical 
staff, could meet losses from bad debts, 
and reimburse itself for the various ex- 
penses incurred in making loans. Second, 
the company had been able to meet law- 
suits more easily than if it were part of 
the manufacturing company. If the lat- 
ter case were true, the courts might de- 
cide that the manufacturing profit was a 
reasonable one for a company to make 
without any additional carrying charges 
for credit. 


Commentary 


The use of instalment selling as a 
means of increasing the distribution of 
sprinkler systems is justified because the 
cost of the installation which is high can 
be partly met by the savings in insur- 
ance expense. Since the purchase rep- 
resents a capital expenditure, it is rea- 
sonable to extend payment over a period. 
The problem resolves itself into. the se- 
lection of the most advantageous method 
of financing the instalment sales. 

The Perry Company appears to have 
selected the best method. If the com- 
pany undertook to finance its instalment 
sales directly, the amount available for 
working capital would be materially de- 
creased. The fact that only 10% of 
the sales are on the instalment basis is 
offset by the fact that each sale ordi- 
narily represents a large amount—and 
in consequence, the amount of capital 
tied up would be relatively large. 

_ The nature of the product is such that 
it is desirable for the salesmen to have 
considerable technical knowledge in or- 
der that selling arguments may be intel- 
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ligently presented, and that the installa- 
tion sold will be the one best adapted to 
the customer’s needs. These require- 
ments would not be so well fulfilled by 
the salesmen of an independent finance 
company, as by those of a subsidiary. 
Under this plan the parent company, by 
examining the qualifications and super- 
vising the training of the salesmen of 
the subsidiary, obtains control over all 
its contracts with its customers. 

The plan is subject to criticism on the 
ground that financing charges are exces- 
sive. Although the risk involved is 
relatively great, first, because reposses- 
sion is a practical impossibility; and, 
second, because the amounts involved 
are usually large, there are certain fac- 
tors which tend to weaken the attempt 
to justify high interest charges on the 
ground of great risk. In the first place, 
the company obtains excellent diversifi- 
cation of risk, both by means of industry 
distribution and by means of geographi- 
cal distribution. In the second place, 
sales are made only to a class of cus- 
tomers who presumably can afford a 
sprinkler system. This in itself is some 
indication of credit responsibility. Fin- 
ally, that the Calgary Company is in a 
position to injure materially a default- 
ing customer’s general credit position is 
nearly as strong a weapon as a threat to 
repossess. 

In short, the Perry Company’s choice 
of a method of financing its instalment 
sales has been wise, but its charges for 
the financing service are excessive. 


DALT TRUCK COMPANY 


In early 1922, the executives of the 
Dalt Truck Company decided that the 
company would have to comply with the 
increasing demand for sales on partial 
payment terms in order to meet the 
growing practice of competitors in mak- 
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ing this concession. The question was 
considered as to whether the company 
should attempt to carry customers’ notes 
by increasing its own working capital, or 
whether the services of a finance com- 
pany should be employed. If the com- 
pany attempted to finance time sales 
from its own funds, it would be neces- 
sary to obtain from $2,000,000 to 
$3,000,000 additional working capital. 

Finance companies usually discounted 
customer notes for a motor company 
and assumed all credit risk. Represen- 
tatives of a finance company investigated 
the credit of prospective customers and 
handled collection of the periodical pay- 
ments. Although specific negotiations 
had not been conducted by the Dalt 
Truck Company with any automobile 
financing company, it was estimated that 
to meet the charges of such a company 
for customers’ notes extending over a 
period of from 12 to 24 months the 
ultimate cost of a truck would be in- 
creased by 12% to16%.' The financial 
officers were in favor of employing a 
financing company for several reasons. 
The company’s surplus was depleted 
from the inventory losses of 1920. Bank 
loans were still heavy from the same 
cause. Sales had decreased from $36,- 
000,000, in 1920 to $21,000,000 in 
1921. The finance company would as- 
sume all responsibility and expense of 
checking the credit of customers and 
would arrange for the details of collec- 
tion and accounting for partial pay- 
ments. From the financial standpoint 
alone the Dalt Truck Company believed 
that an automobile financing company 
was to be desired. 

The sales executives strenuously ob- 
jected to the introduction of a third 
party between the Dalt Truck Company 





1 The interest charged by the finance companies 
was increased by several fees which were added 
as transfer charges and other legal fees. 


and its customers. The increased cost 
to the customer under the Proposed 
method of financing would be excessive. 
It was claimed by the sales manager who 
had investigated the matter that the 
company could afford to carry custom. 
ers’ notes at the rate of interest preva. 
lent in the customer’s state, plus 2% or 
3% service charge to cover the expense 
of collection and accounting. Direct 
personal contact furthermore, between 
the company and its customers would be 
handicapped severely by the introduc. 
tion of representatives over whom the 
Dalt Truck Company had no control. 
Any misunderstandings which might oc- 
cur in regard to collections and credit 
operations would react to the detriment 
of the motor company, although it 
might not be to blame. The sales exec- 
utives apprehended that both the sales- 
men of the Dalt Truck Company and 
the representatives of the finance com- 
pany would be more lenient in extend- 
ing credit to customers than the credit 
officers of the Dalt Truck Company had 
been in the past. The risk of financing 
companies was spread so broadly that 
it was believed by the comptroller that 
they could afford to be more lenient in 
the original extension of credit than 
could a single motor company, yet, it 
was to be expected that a finance com- 
pany would be more severe in holding 
delinquent customers to their payments. 
This would be necessary because of the 
magnitude of the company’s operations. 

The sales executives were of the opin- 
ion that risks attendant on partial pay- 
ment sales were less in the case of 
trucks than in the case of passenger cars, 
inasmuch as the former vehicles were 
bought to be used in profitable under- 
takings and could provide income for 
their own purchase, whereas passenger 
cars were bought for the most part 
merely for pleasure. The Dalt Truck 
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Company, therefore, might extend the 
time of payment on notes in specific cases 
when the salesmen and credit depart- 
ment were convinced of the honesty of 
the particular customer. Good-will 
could be obtained in this manner with- 
out jeopardizing the company’s inter- 
ests. The Dalt Truck Company would 
be no better situated with regard to re- 
turned trucks in cases of defaulted pay- 
ment if a financing company were em- 
ployed, because the usual arrangement 
with such a company obligated the truck 
company to accept and dispose of such 
trucks as were repossessed by the financ- 
ing company. Although the Dalt Truck 
Company would lose no money directly 
from defaulted payments, its prestige 
would be injured, and its market for 


new cars would be impaired by an in- 
flux of slightly worn trucks. The sales 
executives of the company had estab- 
lished the policy of making sales only 
when there was reasonable certainty that 
the trucks could be used to advantage by 
the customer, and that the sales would 
be permanent. It was the opinion of the 
sales executives, therefore, that any pol- 
icy which would encourage selling trucks 
to irresponsible users for whose pur- 
poses they were not fitted would be 
shortsighted and unwise. 


Commentary 
The competition in the manufacture 


and sale of trucks is so severe that it 
appears futile to discuss the advisability 


ExuHisit | 
SUMMARIZED BALANCE SHEETS—DALT TrRucK COMPANY 
(In Thousands of Dollars as of December 31) 
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of adopting a policy of selling on instal- 
ment. There is little doubt that the com- 
pany could not live if it did not follow 
this practice. 

Owing to its financial position, the 
company would be clearly unwise to at- 
tempt to finance its own instalment 
sales. It must decide between selling 
through an independent finance corpora- 
tion and forming a subsidiary company. 
The solution depends upon the amount 
of risk involved. In the case of trucks, 
repossession is practicable, but often 
there is little diversification of risk. 

The heavy truck industry is vitally de- 
pendent on the building industry, and in 
time of building depression, a company 
responsible for the financing of the in- 
stalment sales would be faced with 
heavy defaults, involving a high percent- 
age of repossessions. Coming at a time 
when sales would naturally have de- 
creased, the problem of disposing of a 
large number of repossessed trucks 
would gravely increase the selling and 
financial difficuities both of the parent 
company and of its subsidiary. 

Competition is so keen in the trucking 
business that not infrequently compa- 
nies financing the sales can charge only 
a 6% or 7% financing fee. This figure 
does not provide a sufficient margin of 
safety unless a company is doing a di- 
versified business and can, therefore, 
rely on other industries to carry it 
through times of depression in the truck 
field. The credit risk is increased by 
the fact that small contractors buy a 
truck for work on a contract, and when 
that contract is completed, they default 
on the truck payment. In such cases the 
truck is generally abused, and in conse- 
quence its repossession value is seriously 
impaired. Unlike the owner of an auto- 
mobile, the truck owner with no element 
of pride of possession, does not fear the 
social publicity involved when his prop- 
erty is taken because of default in pay- 


ments. That these facts play an impor. 
tant part in decreasing risk is evidenced 
in the successful experience of com. 
panies financing passenger car sales. 
The fact that they do not obtain in the 
truck field adds materially to the credit 
risk. 

The argument of the sales depart. 
ment, that the introduction of a third 
party between the company and its cus- 
tomer would create friction and would 
injure customer relationships, does not 
appear to be sound. The ill-will of cus. 
tomers who do not pay for their pur- 
chases will not threaten the prosperity 
of any firm. Moreover, the resentment 
caused by pressure for collection would 
be directed toward the finance company 
rather than toward the Dalt Company. 

More serious is the objection that an 
independent finance company might be 
over-lenient in the extension of credit. 
This can be met by the exercise of care- 
ful supervision of all credit sales by the 
Dalt Company’s own credit department. 
The company cannot afford to relax its 
own vigilance, since it is responsible for 
the accounts and for the disposal of re- 
possessed trucks. 

The advantages of using an entirely 
separate organization for this work are 
so great that there is little doubt that 
the Dalt Company should have financed 
its instalment sales through a strong in- 
dependent finance company. 


General Conclusions 


It is desirable in both these cases for 
the companies to include instalment sell- 
ing in their sales methods. The debat- 
able question as to the economic effect of 
this policy when applied to the extension 
of consumer’s credit need not be con- 
sidered, since both companies are deal- 
ing with producer’s goods. Any sales 
method or policy designed to increase 
the ability of manufacturers to pur 
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chase articles which facilitate production 
must increase production and, therefore, 
wealth. 

The similarity apparent in the cases, 
‘n that the extension of instalment credit 
‘s desirable for both companies, disap- 
pears when consideration is given to the 
method of financing instalment sales 
best calculated to meet the needs of each 
situation. The fundamental difference 
lies in the degree of risk which is af- 
fected by the practicability of reposses- 
sion, the class of customer served, and 
the diversification of risk. It seems safe 
to conclude that where the selling of a 
product requires technical knowledge, 
and where long continued service and in- 
spection are necessary, the manufactur- 
ing company should retain a closer con- 
trol of the financing of its instalment 
sales than can be obtained through the 
employment of an entirely independent 
finance company. In order, however, to 
justify the operation of a private finance 
company, the financial position of the 
parent company must be sound, and the 
credit risks assumed must not be too 
great. These conditions are fulfilled in 
the case of the Perry Company. 

When the volume of repossessions is 
likely to be large, the credit standing of 
the average customer is not high, and 
the financial position of the manufactur- 
ing company is not strong, the employ- 
ment of a strong independent finance 
company which enjoys the advantages 
of diversification is desirable. Such a 
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finance company maintains a better or- 
ganization for checking the credit of 
prospective customers, and is ‘better 
equipped in every way to carry on the 
work of ‘collection. This situation is 
illustrated by the Dalt Company case. 

An advantage of the private finance 
company, which has been neglected in 
the case of the Perry Company, is that 
it can be operated without profit as a 
service to customers. By thus reducing 
the cost of credit to the customer, sales 
may be increased with a consequent in- 
crease in production, which in turn may 
lead to greater total profit. While it 
cannot be stated as a principle that sub- 
sidiary finance companies should not be 
run at a profit, it is notable that General 
Motors does not aim to make a profit 
on the operations of its financing sub- 
sidiary. The success of that company 
in attaining a volume of sales, which en- 
ables it to reap full advantage of the 
economies of large scale production, 
suggests that the policy of a company’s 
confining itself to a manufacturing profit 
is a wise one. 

In no case does it appear that the 
employment of a finance company jus- 
tifies the abolition of the seller’s own 
credit department. The seller must bear 
the responsibility for credit extensions; 
therefore, the maintenance of an efh- 
cient credit organization is the sine qua 
non of success for manufacturers who 
sell their products on an instalment 
basis. 














LEGAL DEVELOPMENTS 
SIGNIFICANT IN BUSINESS 


THE LIABILITY OF THE MANUFACTURER OF A DEFECTIVE 
ARTICLE FOR INJURY TO THE PERSON OR PROPERTY 
OF THE ULTIMATE CONSUMER 


T common law an artisan or 
A craftsman was under an obliga- 
tion to exercise his trade or call- 
ing sufficiently well to avoid causing in- 
jury to the legal rights of others. This 
principle was laid down as early as 1537 
by Sir Anthony Fitzherbert in his 
abridgement, New Natura Brevium. 
The obligation was a duty imposed by 
law as the price of engaging in any 
business, the unskilled exercise of which 
would probably work injuries to others. 
Like all duties imposed by law, it was 
not limited to the parties to the con- 
tract but extended to all to whom ac- 
tual injury was threatened by its non- 
performance. This principle was broad 
enough, therefore, to have imposed lia- 
bility upon a manufacturer for injuries 
caused by a defective article sold 
through an intermediary in the system 
of distribution. 

There were in early times, however, 
no manufacturers in the sense in which 
we today use the word. There were no 
individuals, partnerships, or corpora- 
tions operating large plants and dis- 
tributing their products through a mul- 
tiplicity of outlets, variously owned. The 
shoemaker, the harness maker, the 
butcher, and the baker all did their own 
work and sold their products, for the 
most part, directly to the ultimate con- 
sumer. Production and marketing were 
extremely simple. About the middle of 
the eighteenth century, however, there 
began to grow up our present-day manu- 


facturer, as distinguished from the old 
artisan or craftsman. Production com. 
menced to be carried on on a larger 
scale, and the artisan found that he was 
no longer able to sell his products prin- 
cipally from the doorway of his shop. 
Thus began our present intricate sys- 
tem of distribution, composed of whole- 
salers, jobbers, and retailers. Sooner or 
later, therefore, the question was bound 
to present itself whether the courts 
would follow the broad old principle of 
the common law and hold the manufac- 
turer liable for injuries to the ultimate 
consumer caused by a defective article 
sold through an independent retailer. 


In its procedural aspects, however, 
the law had suffered a change. The im- 
mediate vendee of a craftsman could sue 
and recover in either one of two ac- 
tions—in an action of tort for injuries 
arising from the breach of a duty of 
care owed the plaintiff, or in an action 
of contract for injuries arising from the 
breach of an express or implied war- 
ranty that the article sold nad been 
properly made. 
ery by a sub-vendee, if allowed at all, 
would be on either or both of the above 
two grounds. 

Into this state of the law, and the 
rapidly changing business conditions, 
came the case of Winterbottom v. 
W right,’ which was followed by the ma- 
jority of the jurisdictions of the United 





lio M. & W. 109 (1842). 


Consequently, recov- 











States, with the proposition that a manu- 
facturer is not liable in a tort action to 
other than his immediate vendee. Win- 
terbottom v. Wright does not really 
stand for this proposition, as the case 
went of on a question of pleading; but 
nevertheless its dictum was very widely 
followed. The court stated that the 
manufacturer was under no duty of care 
to the ultimate consumer, and even if 
he were, the chain of causation would be 
broken by the intervening human agency. 
The majority of the jurisdictions of the 
United States seized upon the first state- 
ment of the court as the basis for their 
decisions. They saw that the manufac- 
turer's goods were no longer sold prin- 
cipally from his doorway but hundreds 
of miles away from the place of pro- 
duction. They saw that the manufac- 
turer no longer knew the identity of the 
person to whom his goods were sold. 
Consequently, they held that the manu- 
facturer owed no duty of care to the 
ultimate consumer, and that the latter 
could not, therefore, recover in a tort 
action against the former. 

The ultimate consumer thereupon 
turned to contract in his endeavor to im- 
pose liability upon the manufacturer, but 
the courts held that warranties did not 


run with the goods, and hence could be © 


taken advantage of only by the immedi- 
ate vendee. The result was, therefore, 
that the changing order of business had 
released the manufacturer from his lia- 
bility to the ultimate consumer. The 
courts refused to follow, in fact totally 
disregarded, the broad principle of the 
common law that an artisan was under 
an obligation to exercise his trade suf- 
iciently well to avoid causing injury to 
the legal rights of others. There was 
firmly entrenched in the American law, 
furthermore, the doctrine that in a sale 
of specific goods a dealer makes no im- 
plied warranty against latent defects.” 
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This doctrine, together with the rule 
that the manufacturer was not liable to 
his sub-vendee, often prevented the lat- 
ter from obtaining any redress at all; 
he could not sue the manufacturer, and 
he could not sue the dealer because the 
latter was not the negligent person. 

Such a result was most unfortunate, 
and gave rise, in the endeavor of the 
courts to protect the sub-vendee, to two 
far-reaching exceptions to the rule that 
the manufacturer is not liable to other 
than his immediate vendee. One was 
the case in which the manufacturer 
fraudulently conceals known defects. 
The other was the case in which the ar- 
ticle sold is “intrinsically dangerous”’ or 
“affects, preserves, or destroys human 
life’. The courts held, in the latter 
case, that as far as ordinary articles were 
concerned there was no duty to any but 
the immediate vendee, but that if the 
manufacturer sold articles intrinsically 
dangerous he owed a duty to all who 
might reasonably be expected to use 
them. In either of these exceptions it 
is hard to find any duty to the injured 
sub-vendee if it does not exist in the 
ordinary case, and the exceptions were 
probably created only because the courts 
were so hard put to find some means of 
making the manufacturer liable to the 
sub-vendee. 

Because the manufacturer seldom 
fraudulently conceals known defects, the 
courts were left with only one weapon, 
the dangerous article exception, with 
which to impose liability upon the manu- 
facturer. And so anxious were they to 
extend the liability as far as possible 
that they went to nonsensical lengths. 
New York Courts held siphon bottles* 
and steam coffee urns‘ to be intrinsically 
dangerous, and two other courts went 





235 Cyc. 412. 
3 392 N.Y. 156, 84 N.E. 956. 
4195 N.Y. 478, 88 N.E. 956. 
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sc far as to place a cake of soap in this 
category.° 

That the exception was carried to 
such extremes clearly showed that the 
rule was wrong. The courts, instead of 
following blindly the dictum in Winter- 
bottom v. Wright, might well have held 
in the first instance that the natural con- 
sequence of putting a defective article 
on the market is injury to anyone using 
that article; that under modern condi- 
tions such person is generally not the 
first vendee but his sub-vendee, to whom 
a duty of care is consequently owed; and 
that the rule of “natural and probable 
consequences” should determine the 
class of persons who may claim repa- 
ration. The result would have been 
warranted by the old common law prin- 
ciple that an.artisan was under an ob- 
ligation to exercise his trade sufficiently 
well to avoid causirg injury to the legal 
rights of others. The courts, however, 
refused to reach the decision which or- 
dinary principles of tort liability de- 
manded, but allowed their reasoning to 
be prejudiced by the growing complexity 
in the system of distribution. 

New York finally realized that the 
extremes to which the exception had 
been carried indicated that the rule it- 
self was not only wrong but virtually 
abrogated. Consequently, in the case of 
McPherson v. Buick Motor Car Com- 
pany,’ New York discarded the non- 
sensical dangerous article exception. 
The court declared that the manufac- 
turer owed a duty of care to the ulti- 
mate consumer, and that the latter could 
recover, provided he could show that his 
injury was such as might have been an- 
ticipated as a result of the wrongful act. 
New York, therefore, holds all manu- 
facturers liable to the ultimate consumer 
on ordinary principles of tort liability, 
and does not confine the liability to the 
two above-mentioned exceptions. That 
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the manufacturer should be held liable 
to the ultimate consumer is not open to 
question, and if he is to be held liable on 
tort grounds it should be only on the 
ordinary principles. 

A few courts, when faced with the 
problem of the manufacturer’s liability, 
did not accept the two exceptions previ- 
ously noted but turned ‘o a different 
field of the law—contract. The ma- 
jority of the courts of the United States 
hold that because an action for breach 
of implied warranty is contractual in its 
nature, suit can be brought only by the 
immediate vendee. The sub-vendee can- 
not sue and recover because of lack of 
privity of contract. When, however, 
the changing business ccaditions and the 
dictum in Winterbottom v. Wright 
operated to relieve the manufacturer 
from liability, a few courts, recognizing 
the necessity of his being held, turned to 
breach of implied warranty. They went 
in the face of the great weight of the 
law to hold that the benefit of an im- 
plied warranty runs with a chattel on 
its resale, and that the manufacturer is 
consequently liable for injuries from de- 
fective goods sold through a middle- 
man. Behind these decisions, however, 
is some vestige of reason. The neces- 
sity of a contractual relation to main- 
tain the suit is not tremendously impres- 
sive as an original proposition.’ A war- 
ranty is in many cases imposed by law 
not in accordance with the intention of 
the parties; and in its origin it was en- 
forced in an action sounding in tort, 
based on the plaintiff’s reliance upon de- 
ceitful appearances or representations 
rather than upon a promise. Further- 
more, even though a contractual rela- 
tion is necessary to maintain the sult, 


5339 Wis. 357, 121 N.W. 157; 151 S.W. 57%, 
(Texas). 

6 54 N.Y.L.J. 2339. 

7 Williston on Sales 197, 244a. 
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such a relation may possibly exist be- 
tween a manufacturer and sub-vendee. 
A general offer, like an offer of reward, 
may be made to anyone who will buy, 
and, although this does not often hap- 
pen, illustrations may be found in the 
sale of well-known articles such as In- 
gersoll Watches. bias 
Consequently, there is some justifica- 
tion, at least, for the decisions of those 
few courts which hold the manufacturer 
liable to the ultimate consumer for 
breach of implied warranty. When the 
manufacturer is thus held, however, his 
liability is absolute; he is absolutely lia- 
ble to the sub-vendee, irrespective of 
negligence, for injuries arising from de- 
fects in the articles sold. Furthermore, 
once there is imposed upon the manufac- 
turer the absolute liability of the war- 
rantor, he becomes liable not only to the 
sub-vendee but to any person whose 
hands the article reaches, provided it is 
shown that the defect did not arise after 
the article left the factory. A case in 
point is the late case of Coca Cola Bot- 
tling Works v. Lyons.’ In this case, a 
friend of the plaintiff bought two bot- 
tles of Coca Cola from a drug store in 
Belen, Mississippi, one of which she 
gave to the plaintiff. The Coca Cola 
was consumed on the premises. The 
plaintiff swallowed a quantity of broken 
glass which was in the bottle of Coca 
Cola from which she drank, thereby suf- 
fering severe internal injuries. The Mis- 
sissippi court, which had previously held 
the manufacturer liable to the sub-ven- 
dee for breach of implied warranty,° 
now held him liable to the donee of the 
sub-vendee on the same grounds. The 
court stated that “the fact that there 
was glass in the bottle when it was 
sealed and put upon the market for the 


Sur So. 305 (Miss. 1927). 
Rainwater vy. Hattiesburg Coca Cola Bottling 
Company, 131 Miss. 315, 95 So. 444. 
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public created liability for the injury to 
the one who drank it, regardless of 
whether the manufacturer was guilty of 
negligence or not.’”’ The gift, the court 
held, carried the title, and, as the plain- 
tiff, therefore, had title to the Coca 
Cola when she drank it, she was al- 
lowed to recover on breach of implied 
warranty. 

No other decision by the court was 
possible, in view of the fact that it had 
previously placed upon the manufac- 
turer the absolute liability of the war- 
rantor. The case indicates, therefore, 
the inevitable result once a court adopts 
the breach of warranty doctrine without 
limitation: provided he cannot prove 
the defect arose after the article left the 
factory, the manufacturer is liable to 
any person whose hands the article 
reaches, irrespective of negligence, irre- 
spective of the form of the injury, and 
irrespective of the fact that the person 
injured does not fall within that class 
which the manufacturer should have an- 
ticipated would be injured if he did not 
use due care. 

What the future trend of the deci- 
sions will be is highly conjectural. Even- 
tually, in all probability, there will be 
an abandonment of the dangerous ar- 
ticle exceptien and the exception cover- 
ing the fraudulent concealment of known 
defects. These exceptions do not im- 
pose liability upon all manufacturers, 
and that all manufacturers alike should 
be liable to the ultimate consumer is be- 
coming more and more apparent to the 
courts. Furthermore, the dangerous 
article exception is the only one of the 
two which is capable of holding a great 
number of manufacturers, and that has 
already been stretched to the breaking 
point. The future cases, therefore, will 
very likely impose liability either on or- 
dinary tort principles or on breach of 
implied warranty. 
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The difficulty with the tort action, 
however, is the difficulty of proof of neg- 
ligence on the part of the manufacturer. 
How can the ultimate consumer prove 
in court that it was the negligence of the 
manufacturer in creating a defective 
washing machine or electric iron that 
injured her in her person or property? 
Modern methods of production and in- 
spection are such that proof of negli- 
gence is highly difficult in a case which 
does not involve the doctrine of res ipsa 
loquitur.”° 

This difficulty of proof in the tort ac- 
tion may lead an increasing number of 
courts to hold the manufacturer on the 
doctrine of breach of implied warranty. 
The majority of the courts, it is true, 
insist upon a contractual relation before 
they will allow an action for breach of 
warranty to be maintained, and this con- 
tractual relation is difficult to establish 
in a suit by the ultimate consumer 
against the manufacturer. Yet the 
necessity of a contractual relation is not 
highly impressive as an original propo- 
sition, and the courts may be forced to 
hold otherwise when they discover that 
the difficulty of proof of negligence ren- 
ders the tort action ineffective to hold 
the manufacturer. The doctrine of 
breach of implied warranty, however, 
imposes liability upon the manufacturer 
in favor of any person whose hands the 
article reaches. It is indeed a severe 
one, and, if adopted extensively by the 
courts, the latter will undoubtedly limit 


10“The thing speaks for itself;” “the affair 
speaks for itself.” A general way of saying that 
the circumstances attendant upon an accident are 
of themselves of such character as to justify a jury 
in inferring negligence as the cause of that accident. 


the manufacturer’s liability to a period 
during which the article is in the chan. 
nels of commerce. In other words, the 
courts will unquestionably hold the 
manufacturer liable only up to the time 
the goods reach the hands of the sub. 
vendee. To hold the manufacturer fyr. 
ther, as the court did in the Coca Cola 
case, is to impose upon him a responsi- 
bility entirely too vexatious and burden. 
some. 

In the field of tort, however, there is 
one line of reasoning which the courts 
have not yet pursued in their endeavors 
to hold the manufacturer liable to the 
ultimate consumer. The modern manv- 
facturer, through extensive advertising 
and inscriptions on his goods, sets out 
the merits of his wares not so much to 
his distributors, as to the ultimate con- 
sumer. In this fashion the manufac- 
turer makes representations to the ulti- 
mate consumer as to the quality of his 
products. Although the consumer relies 
upon these representations to his dam- 
age, he cannot recover from the manv- 
facturer—when he purchases the goods 
from a retailer—unless the latter is the 
agent of the former for the purpose of 
passing on the representations. Never- 
theless, a jury might well find, from the 
fact of display in the dealer’s place of 
business, that the manufacturer had im- 
pliedly constituted the dealer his agent 
to convey his representations to the ulti- 
mate consumer. That this line of rea- 
soning will find favor with the courts is 
purely conjectural. The theory, how- 
ever, is plausible, and to hold the manu- 
facturer on such a basis would be in line 
with the method by which modern busi- 
ness is transacted. 
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PAID-IN INVESTMENT AS A PUBLIC UTILITY RATE 


BASE IN MASSACHUSETTS 


PUBLIC utility commission per- 
A forms a judicial function. In a 
sense it is the arbitrator between the 
public on the one hand and the pub- 
lic utility on the other. It must safe- 
guard the interests of the public in see- 
ing that efficient service at reasonable 
rates is given, and of the public utility 
in seeing that fair return is received on 
itsinvestment. But what are reasonable 
rates, and what is a fair return? These 
are questions which confront the public 
utility commissioners. Evidently there 
is a tendency to emphasize the impor- 
tance of the latter question of fair re- 
turn. There are those who think that 
reasonable rates are dependent on re- 
turn being fair, and that the companies 
are compelled to give efficient service 
through the pressure of public opinion. 
At any rate, commissions, as well as 
newspapers, have emphasized return 
rather than service. 

If fair return is of major importance, 
there arises a problem of definition. A 
rate base on which to figure return is of 
primary importance. The fair value of 
the property will, of course, be accepted 
as a rate base, but what is fair value? 
Reproduction cost, original cost, or in- 
vestment and amount expended in im- 
provements and extensions, the market 
value of the securities, and earning 
power are all to be considered in order 
to ascertain fair value, according to the 
Supreme Court of the United States in 
the decision handed down in the famous 
case of Smyth v. Ames in 1898. This 
bell-wether decision has often been 
quoted since in valuation cases. Al- 
though the decision quotes a variety of 
tactors to be considered in determining 
fair value, reproduction cost and orig- 


% 


inal cost have received the lion’s share 
of attention. 

The Massachusetts Public Utility 
Commission is opposed to the use of re- 
production cost in figuring a rate base. 
It is not a stable base; it is expensive to 
determine, and when selected it is at 
best an estimate or guess and not an 
absolute figure. It is only, then, a short 
time until the work must be repeated. 
The Commission feels that with an up- 
ward trend in prices the utility stock- 
holder receives treatment that is preju- 
dicial to the best interests of the public. 
When a base has been determined, the 
commission and the utility are not al- 
ways in agreement, and there is occa- 
sionally a tie-up as the result of an ap- 
peal to the courts. The commission, 
feeling that it has been fair in its deci- 
sion, does not welcome the intervention 
of the courts and the resulting delays in 
executing its decisions. 

The United States Supreme Court 
ruling, furthermore, in the Indianapolis 
Water Company Case in 1924 has been 
interpreted as favoring reproduction 
cost as arate base. The Massachusetts 
Commission, therefore, feels that a pub- 
lic utility claiming reproduction as a 
base, will be upheld by the Supreme 
Court of the United States. The utility, 
by appealing to the Supreme Court, will 
delay action in carrying out the Com- 
mission’s orders, and the Commission 
will be circumvented by the Court’s up- 
holding reproduction cost as the proper 
basis of valuation. 

Because reproduction cost is a matter 
of estimate, the strong public utility and 
the large holding company are in a posi- 
tion to hire experts, whose services may 
not be available to the Commission be- 
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cause of the high salary requirement. 

Nor does the original cost of the 
property used find complete favor with 
the Massachusetts Public Utility Com- 
mission. This body of men feels that 
ploughed-in earnings are in a sense the 
property of the customer and not of the 
stockholder, and that the latter should 
receive no credit for such earnings on 
the rate base. Where dividends have 
averaged 7% on the investment, any ex- 
cess in earnings is considered the prop- 
erty of the customer. ‘The rate pay- 
ers may be called upon to pay such rates 
as will yield a fair return upon the money 
provided by the security holders neces- 
sary to furnish the facilities and not to 
provide additions and extensions to the 
plant of the company and later be re- 
quired to pay a return upon them. If 
there have been any savings due to the 
improvements in the art, cost of distri- 
bution, quantity production, load factor, 
or changes in economic conditions, the 
rate payer is entitled to the benefit of 
See 

It cost the New England Telephone 
and Telegraph Company $1,600,000 to 
make a valuation of its property.” “It 
(an estimate of value) costs these util- 
ity companies, every time they do it, 
$200,000 to $300,000. Nash® states 
that the cost of appraisal runs from 1/3 
to 2/3 of 1% of the investment for the 
large utilities, and very often doubles 
this amount for the smaller ones. These 
expenditures are not only non-produc- 
tive but are wasteful. They are an ex- 
pense to the utilities and do not benefit 
the consuming public by improving the 
service. 

On June 3, 1927, the Department of 
Public Utilities of Massachusetts or- 
dered the Worcester Electric Light 
Company to reduce its maximum rate 
from 7 to 5 cents per K.W.H. The com- 
pany appealed to the federal courts and 


the case is now under consideration, 
The Cambridge Electric Light Com. 
pany has since been ordered to reduce 
its maximum rate from 8 to 5% cents. 
This case, also, has been appealed to the 
federal courts. ‘Common experience 
demonstrates that when such cases go 
to the federal courts, several years 
usually elapse before the matter is finally 
determined.”* Meanwhile the new 
rates are suspended. If the Commis. 
sion is finally upheld, excess collections 
must be rebated, but in the words of the 
Commission, “It is a fact commonly 
known that customers move away or 
many of them do not attempt to collect 
the refund due them.” 

The Malden Electric Light Company 
hearing started August 23, 1927, was 
suspended to be resumed in November 
1927. The case was not settled until 
well into 1928. The report of the com- 
mission dated March 21, 1928, points 
out that “the attempts of companies to 
justify rates on a so-called reproduction 
theory causes such protracted hearings 
as to make it difficult for the commission 
to determine more than a few rate cases 
in a year.” 

Another factor of importance in Mas- 
sachusetts has been the entrance of large 
public utility holding companies from 
outside the state. These companies have 
been able to circumvent the Massachu- 
setts law, which limits outside owner- 
ship of stock in her public utilities, by 
establishing Massachusetts Trust Com- 
panies to purchase the public utility 
stocks. That the stock, or rather trust 
certificates, of these trusts may be sold 





1 Report and order of the Department of Public 
Utility v. Worcester Electric Light Company case, 
June 3, 1927. Mr. Everett E. Stone, Commissioner. 

2Mr. Henry C. Atwill, Chairman, Massachusetts 
Public Utility Commission. 

8 Economics of Public Utilities, Nash. 

*Public Utility Recommendation (December 7, 
1927) accompanying Massachusetts House 170. 
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outside the state permits the holding 
companies to secure control. These 
holding companies have purchased util- 
‘ty stocks at prices considerably above 
par values. It has been claimed that 
prices have been paid for these securities 
which are not consistent with present 
earnings or par value and in the belief 
that higher rates could be established by 
the application of “reproduction cost 
doctrine.” Massachusetts utilities are 
not permitted to sell securities at less 
than par, nor are they allowed to de- 
clare stock dividends. This has been a 
factor in causing utility stocks to sell at 
prices so far out of line with their par 
values. For example, the stock of the 
Worcester Electric Light Company has 
a new par value of $25, but recently this 
stock sold for over $200 per share. The 
Hartford Electric Light Company’s 
stock has a par value of $100, but it is 
quoted at over $400 per share. 

Another possible factor of influence 
with the utility commission is the inter- 
est of the governor of the state in the 
rates charged by the utilities. During 
1927 the governor personally requested 
certain utilities to reduce their rates. 
The newspapers, of course, made much 
of the governor’s attitude, thereby 
crystallizing public opinion against the 
utilities. This established an issue 
which forced an expression from the util- 
ity commission. 

The action of the governor, in the 
light of New England experience with 
some of its industries, was particularly 
fruitful in arousing public interest. Tex- 
tile manufacturers were none too pros- 
perous, mills had been shut down, some 
plants had moved south, and others had 
threatened to do so. The shoe industry 
was feeling the competition of western 
plants. To have a utility declare a divi- 
dend of over 45% at such a time was 
not politically fortuitous, and to have 


aggressive outside interests (holding 
companies) purchase her public utilities 
was not favorably received in the state. 

Therefore, from the point of view of 
the commission, the situation was not 
entirely satisfactory. The commission 
was opposed to using reproduction cost 
as a rate base because it was unstable 
and very expensive in time and money. 
Cases decided by the commission on its 
rate basis were likely to be appealed to 
the federal courts and the commission 
would not be upheld. The entrance of 
large outside holding companies, the in- 
terest of the state’s chief executive, and 
the pessimistic outlook in certain indus- 
tries in the state were further complicat- 
ing factors. 

The result of this situation, highly 
unsatisfactory to the commission, was 
the recommendation of an act to in- 
crease the regulatory control of the com- 
mission over gas and electric companies. 
This bill calls for a contractual agree- 
ment between the state and the electric 
and gas utilities, establishes a stable, 
easily determined rate base, and gives 
the commission full power over the rate 
structures without appeal as long as the 
stock is maintained at or above par. In- 
asmuch as the utilities cannot be com- 
pelled to enter into a contractual agree- 
ment, penalties are to be set up for those 
companies refusing to participate. 

The first section of this proposed bill 
provides that on proper application by 
a utility, its stock will be adjusted so 
that the par value will approximate the 
amount that has been paid into the treas- 
ury on account of the issue of its capital 
stock with certain adjustments for those 
utilities that have not paid dividends 
averaging 7% on the invested capital. 


Section 1. Upon application of a gas or 
electric company, authorized by a vote of the 
majority in interest of all its stock qualified 
to vote for the election of directors, the depart- 
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ment of public utilities may authorize the com- 
pany to adjust its capital so that the par value 
of its capital stock will approximate, as nearly 
as may be, the amount theretofore paid into 
its treasury on account of the issue of its capi- 
tal stock, plus the amount, where such com- 
pany has not paid dividends averaging 7% 
annually upon the par value of its capital stock 
and premiums paid thereon from the time of 
its organization, by which it has failed to so 
pay dividends averaging 7% annually; how- 
ever, that the capital shall not be fixed at an 
amount in excess of the amount that has been 
expended by such company for its property used 
and useful in the transaction of its business, 
or in excess of the fair value thereof less any 
outstanding indebtedness. 


The second section provides that the 
adjustment of the capital stock shall ef- 
fect a contract between the utility and 
the state, whereby the utility agrees to 
abide by rates prescribed by the state 
so long as the income of the utility is 
sufficient to enable payment of dividends 
which will maintain the market value of 
the securities at or above par. 


Sec. 2. The adjustment of its capital stock 
under the provisions of this act by a gas or 
electric company shall effect a contract between 
it and the commonwealth, by which the com- 
pany agrees to be subject to and bound by 
rates and charges for service, as may be pre- 
scribed by the Commonwealth or its duly au- 
thorized officers or agents; provided, that such 
regulation and supervision shall not be exer- 
cised so as to reduce the income of the company 
below an amount necessary to enable it to pay 
dividends sufficient to maintain the market 
value of its shares of capital stock at their par 
value. 


This section as originally submitted 
was somewhat more inclusive, but there 
arose a question as to its constitutional- 
ity. As first submitted, the utility com- 
panies were to agree to be bound by 
“such public regulation and supervision, 
including regulation and fixing of rates 
and charges for service as now are or 
may be hereafter determined by the gen- 
eral court and to all other provisions of 
this act and to the duties, liabilities and 








restrictions set forth in the General 
Laws of this Commonwealth now or 
hereafter in force relating to gas and 
electric companies.’ 

Further, this bill would restrict utili. 
ties which did not enter the prescribed 
contractual agreement from increasing 
their capital stock, and it would remove 
the restrictions now placed on munici- 
palities from entering into the gas or 
electric business without first offering to 
purchase existing plants. In addition, 
the utility not contracting with the state 
would not be given the right to take 
property by power of emi... it domain. 

Massachusetts, one of the first states 
to regulate, has become a leader in util- 
ity regulation. This bill has called forth 
commendation from various sources. 
The chief executive of one of the largest 
states of the union, for instance, has sig- 
nified his approval. This bill, therefore, 
is not only of interest to the operator of 
and the investor in Massachusetts utili- 
ties but it has interest to the operator 
and investor elsewhere. Will this bill 
simplify the work of the Commission, 
will security prices be stabilized, and how 
will the utilities and the consuming pub- 
lic be affected? These are questions that 
arise at once. 

First let us consider the effects of the 
new par value. This act, if made a law, 
will confiscate whatever surplus a com- 
pany has accumulated, provided divi- 
dends have averaged 7%, and with few 
exceptions they have done so. A sur- 
plus is the property of the stockholder, 
not of the customer. In the words of 
the Supreme Court of the United States: 


Profits of the past cannot be used to sustain 
confiscatory rates for the future. . . . Cus- 
tomers pay for service not for the property used 
to render it. . . By paying bills for service 
they do not acquire an interest, legal or equi- 


5 The term “general court” refers to the legisla- 
tive body of the state. 
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table, in the property used for their convenience 
or in the funds of the company. Property paid 
for out of moneys received for service belongs 
to the company just as does that purchased out 
of proceeds of its bonds and stock.° 

But not only will it confiscate the sur- 
plus mentioned above, but it will also 
confiscate value not shown on the books 
but which heretofore has been recog- 
nized by the utility commission of this 
state. For example, par and premium 
capitalization for the Malden Electric 
Light Company amounts to $34 per 
share (Par value $25). ‘The last issue 
of the stock of this company was sold 
by the order of the Commission at $55 
per share. If the last share sold was 
worth, in the opinion of the Commis- 
sion, $55 per share, were not the old 
shares also worth $55 per share, all 
shares having equal rights and privi- 
leges? This new par, therefore, not 
only confiscates $2i per share on the 
new shares recently purchased by the 
public on good faith, but also $21 a 
share on every share outstanding. A 
stockholder who paid $55 for his stock 
will receive new securities with a face 
value of $34 and a return thereon that 
will maintain this price. 

Another case is that of the Edison 
Electric Illuminating Company of Bos- 
ton. This company has paid an aver- 
age of over 7% on par and premium; 
hence its surplus will be confiscated. 
Par and premium will amount to 
$161.90 a share, whereas, for many 
years its stock has been issued for $200 
per share (some issued recently for as 
high as $215 per share). The market 
price for this stock is now close to $250 
per share. 

Another company issued stock with 
the approval of the Commission for 





“Board of Public Utility Commissioners, et al. v. 
New York Telephone Company, 46 S. Ct. 363; 271 
U. S. 23, 12, 1926. 
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$225 per share, yet par and premium 
amounts to less than $137 per share. 

Unfortunately, this bill goes back 
over a long period. No stock has been 
issued for less than par, and stock divi- 
dends have not been permitted. The 
retroactive features of this bili, there- 
fore, seem strange, inasmuch as the util- 
ity commission has had control for such 
a long period. 

Furthermore, the bill is not equitable 
in its treatment; conservative, careful 
management is penalized. The success- 
ful company, which has continually pur- 
sued a policy of ploughing in a consid- 
erable share of its earnings, receives no 
credit thereby, provided 7% dividends 
on par and premium have been paid. 
The speculative enterprise that has been 
compelled to pay high dividends to se- 
cure capital, possibly even when the divi- 
dends were not earned, will lose less by 
recapitalizing. Should this bill become 
a law, it appears that the company that 
has paid out all of its earnings in the 
form of dividends will gain thereby. 

Although the first section of the bill 
limits the new par to the value of par 
and premium, it also states that the new 
capital value shall not be in excess of the 
amount that has been expended for 
“property used and useful” or “in excess 
of the fair value thereof.” Inasmuch as 
all securities have been issued with the 
approval of the Commission, and inas- 
much as the purpose of each issue has 
been prescribed, it appears that this part 
of the bill is of no great importance. 
The companies should have been able 
to write off property that is no longer 
classed as useful, and ‘“‘fair value” 
(another limit prescribed in the bill), 
except in the case of very weak com- 
panies, would probably more than com- 
pensate for the property no longer “‘used 
and useful.” 

It is evident that the new rate base 
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will be materially lower than the present 
rate base. Assuming that the investor 
will not discount heavily the confiscation 
of surplus and going value, the new rate 
base should result in considerably lower 
rates. The heavy fixed charges of the 
gas and electric utilities result in rela- 
tively low operating ratios (ratio of 
gross income to operating expenses be- 
fore interest and depreciation charges). 
Operating ratios, before depreciation 
and interest charges, averaged in 1927 
somewhat below 50%. If the Boston 
Edison Company is a fair example, the 
new rate base might result in a reduction 
of at least 10% in rates. The market 
has interpreted the present earnings and 
rate base to warrant a price of $250 per 
share for the stock of this company. 
Under the new rate base the goal would 
be a market price of only $160 or a re- 
duction of about 33%. In 1926, 33% 
of the gross income was used to pay divi- 
dends on the common stock or to in- 
crease the surplus. Assuming that in- 
vestors will not object to the provisions 
of the bill, the new rate base, requiring 
33 % less in net earnings, will make pos- 
sible a reduction of over 10% in rates. 
A utility with an operating ratio of 
50%, the securities of which are now 
selling at twice the new “par and pre- 
mium,” could have its rates reduced as 
much as 25%. 


The possible effects of such reductions 
are of especial interest to the manage- 
ment of a public utility. The demand 
for electricity is known to be highly elas- 
tic. If rates are to be reduced 20% or 
even 10%, the utilities should expect an 
increased demand. The incidence of 
possible rate reduction is of great impor- 
tance. The industrial and, to a less ex- 
tent, the commercial demand are gener- 
ally admitted to be competitive. The 
“poor residential customer” is usually 
placed in the limelight, with the result 
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that this customer is likely to receive 
preferential treatment at the hands of 
the commission. The Massachusetts 
Public Utilities Commission, in deciding 
that the earnings of both the Worcester 
and the Cambridge companies were ex. 
cessive, did not consider the various rate 
structures, but made a flat reduction in 
the maximum rate, which applies to the 
small user. Such a rate reduction js 
favorably received by the largest number 
of voters. The electric and gas com. 
panies are interested in the maximum 
and most efficient use of their present 
equipment rather than the extension of 
their distributing systems. A flat reduc. 
tion in the maximum rate reduces the 
charge to the very small user, and may 
add a large number of unprofitable cus- 
tomers without greatly increasing the 
use of the service by present customers. 

The subject of low rates and resulting 
expansion brings up the question of the 
practicability of maintaining par on the 
new stock. Stability of price for public 
utility securities is, of course, desirable 
from both the standpoint of the investor 
and of the management of the utilities. 
But the question arises as to how these 
prices can be so stabilized. It is the in- 
vestor and not the utility commission 
that determines a fair rate of return. If 
the commission limits the rate of return 
to levels unsatisfactory to the investor, 
he will use his capital elsewhere. It is 
one thing to prescribe that stock will be 
sold for not less than par and another 
to satisfy the investor that the stock is 
worth par. With money cheap and 
business active, as at the present time, 
the commission can probably lower the 
rates materially and still maintain the 
new stock at or above par. But what will 
happen during a period of depression? 
With demand for electricity reduced, 
company income is reduced. In order to 
maintain earnings, the rates will have to 
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be increased at a time when ability to pay 

has been greatly reduced. Money is 

also likely to be tight, and the investor 

will call for a higher yield. Should this 

bill become a law, it is evident that pres- 

sure will be brought to bear on the 

Commission to prevent the market price 

from greatly exceeding the par value of 

the stock. Assuming that the Commis- 

sion can and will authorize rates that 

will always maintain par of the stock, 

these securities will partake of the nature 

of certificates of indebtedness rather 

than of partnership or management. 

Market price is fixed, and the investor 

must depend on dividends alone for a re- 

turn on his investment. The stock can- 
not appreciate, nor will rights have any 
great value. In so far as the Commis- 
sion is successful in maintaining a par 
market for the utility securities, their 
yield can probably be expected to paral- 
lel that on 60-90 day commercial paper 
or time loans, or perhaps that on short 
term securities. In 1920, the rate of 
60-90 day time loans of the New York 
stock exchange averaged 8.72% for the 
month of August and for the year 
8.04%. In 1921, it averaged 6.14% 
and in 1926, 4.56%. If these securities 
are to be compared more closely in their 
yield with those of long term bonds, a 
glance at any chart of high grade bond 
yields indicates considerable fluctuation. 
Bond yields were at high levels through 
the depressions of 1903 and 1907, and 
through the period from 1920 to 1921 
were at record levels. Obviously, a high 
yield requirement during a period of 
depression means a higher dividend if 
stock is to be maintained at par. 

But is the solution as simple as this, 
when yield requirements are high to 
raise the rates and vice versa? It is 
evident that a low rate will stimulate 
business that could not be obtained at a 
higher rate. Conversely, a higher rate 
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will cause a contraction of demand. The 
action of the commission in raising rates 
to offset the decreased income, brought 
about by restricted use during the de- 
pression, and also to provide an in- 
creased yield because of money string- 
ency, will result in a further restriction 
in use. Rates will then have to be in- 
creased further to compensate for this 
decrease in demand. Therefore, the 
action of the Commission during a period 
of depression will tend to pyramid un- 
favorable influences. 
It might be possible to accumulate a 
surplus in time of prosperity. The ac- 
cumulation of such a surplus would, 
of course, mean higher rates, inflation 
would be less pronounced, and the diff- 
culties of depression would be modified. 
But pressure will be brought to bear on 
the Commission to prevent the accumu- 
lation of a surplus, and the management, 
profiting by past experience, will be un- 
willing to accumulate a surplus that may 
be confiscated. If a surplus is accumu- 
lated, will it be a material help in time 
of crisis? The investor at such times is 
more than cautious; he is pessimistic as 
to the future. If dividends are being 
paid in part from accumulated surplus, 
he will be dubious. His memory is good 
at such times, and he will consider that 
securities issued under Commission order 
have had established for them at a later 
date a new value or price lower than the 
issue price, and this change also under 
Commission order. Will he not dis- 
count these factors so heavily in the 
yield asked that the difficulties of par 
maintenance will become insuperable? 

It is to be noticed that this bill does 
not guarantee that par will be main- 
tained. The bill simply states that the 
Commission will not regulate and super- 
vise to reduce income of a company be- 
low an amount necessary to enable it to 
earn enough to maintain the stock at par. 
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If the Commission finds that it is unable 
to handle the situation, will not the prob- 
lem be turned over to the management 
of the utility? In prosperous times, the 
utilities will be prevented from accumu- 
lating reserves, rates will be low, and 
the business will expand. Later with a 
heavily expanded plant, inactive busi- 
ness, and tight money, it may be impos- 
sible to maintain par. The problem will 
then be one for the operator, as the 
Commission will find its hands tied. If 
stocks fall below par, the management, 
according to the bill, can determine its 
rate structures without Commission 
help. Later, when the business situation 
becomes more favorable and the storm 
has been weathered, the Commission 
may again take charge. The situation 
has some of the appearance of a ship 
with two captains, one for fair weather 
and one for foul. 

Many other factors arise to compli- 
cate the situation. Some of the public 
utilities of the state are very small and 
the stock is closely held. What is the 
market price of such stock? If groups 
are fighting for the control of a utility, 
what may the market price be? For that 
matter, what is to determine a market 
price for a utility stock, one sale, month- 
ly average, number of shares, or what 
not? The public will be at the mercy 
of prearranged sales made to influence 
the rate structure. Unless the commis- 
sion is to be subjected to the highly 
unstable movements of the security mar- 
kets, it will be necessary for the Com- 
mission to bolster the utility stocks by 
purchase, holding itself ready to pur- 
chase at par. But sucha scheme will not 
find favor with the public. There are 
too many utilities, and the public is not 
interested in contributing to such a cause. 
The average voter pays 6 or 8 cents per 
day to the utility, and his interest is too 
small to favor large public expenditure. 


Business men recognize that the busi- 
ness cycle is an evil. WéiK this bill, if it 
becomes a law, not increase the am. 
plitude of the oscillation rather than 
dampen it? Original investment gives 
a rate basis not in keeping with present 
price levels. With business active, de- 
mand will be unduly stimulated. Service 
is obligatory on the part of a public 
utility; hence, it will be necessary to ex. 
pand the plant at times when labor is 
scarce and costs are high. Later, when 
business is dull, requiring all possible 
stimuli, the utility will be troubled with 
excess capacity. The increase in rates 
to maintain par will be an added burden 
to business. The question arises: If 
rates are to be increased, what class will 
be affected? The residential user is 
conversant with the business situation; 
it affects his income in one way or an- 
other. But the small domestic consumer 
has control of one or more votes. As 
income must be increased if par is to be 
maintained, the manufacturer and com- 
mercial user will be compelled to carry 
the added burden at this time. Ob- 
viously, such a procedure does not aid 
business in getting back to normalcy. 
The utility serving an area in which the 
manufacturing load is unimportant has 
additional complications. 

Massachusetts has done some utility 
experimenting, heretofore, that has not 
been an entire success. The Boston 
Elevated system is administered by a 
trust and a return of 6% has been guar- 
anteed. When earnings are insufficient 
to meet interest or dividend require- 
ments on the outstanding securities, a 
form of municipal tax has been resorted 
to to make good the deficiency. Despite 
the guarantee, the stock of this company 
is selling at less than par, and new secur'- 
ties cannot be floated at the present 
dividend rate because of the Massachus- 
etts law requiring issue at not below par. 
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Under a system of regulation, the 
function of the Commission is to decide 
whether rates made by the utilities are 
fair and reasonable, and not to make 
such rates. Rate making is a duty and 
privilege of management. Management 
by skillful pricing can stimulate demand 
so as to make the most efficient use of its 
investment in plant. To make a flat re- 
duction in the maximum rate will prob- 
ably only reduce revenue, adding service 
to a number of small marginal users, and 
load factor will not be improved. On 
the other hand, a low rate for special 
use, such as for electric refrigerating 
plants, will stimulate the use of an appli- 
ance, which has a highly desirable load 
factor, when many are in use. The re- 
frigerator is kept cool 24 hours out of 
the day, and such a load makes efficient 
use of the electrical plant of the utility. 
If all reductions are to apply to the maxi- 
mum rate, resulting in the carrying of a 
large number of small users at a loss, it 
becomes difficult to lower rates on other 
classes of service which would increase 
the service rendered by the utility to the 
community. As the utilities must be 
profitable, losses incurred on one class 
of customers must be made up by exces- 
sive charges to others. It would seem to 
be the duty, therefore, of management 
to make the rates and the Commission 
to approve, and in so doing to protect 
the interests of the two parties. If man- 
agement is to be held responsible for the 
eficiency of operation, it should not per- 
mit this tool of management, rate mak- 
ing, to be taken over by the Commission. 

It has been said in hearings on this bill 
that when management has been effi- 
cient, the credit could be placed on one 
or a few individuals, and that the reward 
should be directly made to such individ- 
uals. While this is not to be disputed, 

evertheless, if it is fair to hold the 
stockholder responsible for the mistakes 


of management, individuals should be 
rewarded through the property owners. 
The stockholder is legally responsible 
for mismanagement; thus he should be 
credited for savings effected by good 
management. If the stockholder has 
furnished funds during a period of slack 
business, it seems only reasonable to re- 
ward him for his foresight. Manage- 
ment should be hesitant in foregoing any 
of these privileges which have such an 
important bearing on the efficiency of 
operation. This is particularly true 
when there are indications that the Com- 
mission would manage when conditions 
are favorable, and that the utilities 
would have to carry on when conditions 
were not so favorable. 

The provision of the bill giving such 
full powers of management to the Com- 
mission is certainly questionable. If the 
contract is entered into with good faith, 
the Commission would be able to do as 
it pleased, and the utilities would not be 
able to resort to the courts for protec- 
tion. Whether or not such a contract 
would be legal is doubtful. Is it not 
a surprising doctrine that is here pro- 
posed? Either the utility will consent 
to forego its legal right of appeal to the 
courts for protection under our laws, or 
it will be penalized. Such a proposition 
does not seem to be in keeping with 
American traditions. 

The Supreme Court in a somewhat 
similar case has said: “. . . this is an 
offer to the private carrier of a privilege, 
which the state may grant or deny, on a 
condition, which the carrier is free to ac- 
cept or reject. In reality, the carrier is 
given no choice between the rock and the 
whirlpool—an option to forego a priv- 
ilege which may be vital to livelihood, or 
to submit to a requirement which may 
constitute an intolerable burden.” 


7 Frost v. California Railroad Commission, 271 
U.S. 583. 
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Thus, it would seem that management 
could not give its consent to a plan which 
confiscates its surplus, takes away its 
power to price goods, removes incentive, 
restricts its power to appeal to the courts 
for protection, and gives in return the 
doubtful privilege of placing blame on 
the Commission for unwelcome rate 
changes. 

As the Commission cannot compel the 
utilities to contract with it, the question 
arises as to the penalties which are pro- 
vided for non-compliance. If a utility 
has been rendering efficient service at 
reasonable rates, little need be feared 
from the penalties. 

As for municipal operation, if the 
utility is eficiently serving its territory, 
there should be small desire on the part 
of its citizens to undertake a municipal 
plant. As for the right of eminent do- 
main, such right is exercised for the good 
of the customer. The loss of this right 
may cause some inconvenience to the 
utility, but will in turn be felt by the cus- 
tomer, who will bring pressure to bear 
on the Commission. The same argu- 
ment holds true for extensions. That 
service can be refused because of inabil- 
ity to secure new capital places the blame 
on the commission. As a temporary ex- 
pedient, dividends may be passed to 
provide for small extensions. By appeal 
to the courts if necessary, such earnings 
may be protected for the stockholder. 

Political capital may be made of the 
refusal of a utility to contract with the 
Commission, but here again the best re- 
ply to any criticism that may arise is 
efficiency of service and reasonableness 
of charge. It may be difficult for a time 
to oppose the Commission, but in the 
long run it seems as though the company 
not entering the agreement could render 
better service to the community. 

From the standpoint of the public, too 
much attention appears to be given to 


earnings of the utilities and not to the 
service that is being rendered by them, 
The chief interest of the public should 
be efficient service at reasonable cost, 
Profits of the utilities should be sec. 
ondary in the mind of the public, though 
of course they should be reasonable. [t 
is not desirable from the point of view 
of the best interests of the public to per- 
mit a public utility commission to assume 
the duties of management and to con- 
tract, in a sense, to maintain utility stocks 
at par. If the market has a break, and 
money is stringent, is there any real rea- 
son why utility stock should be artifici- 
ally supported? The investors in public 
utility stocks are not a privileged class, 
and the public should not consider them 
as such. On the other hand, when the 
stock market is buoyant and the investor 
is satisfied with small yields, the utility 
stock should not be singled out for a re- 
duction of earnings. 

The public will be best served by set- 
ting up standards of service with re- 
wards for efficiency of operation. The 
incentive of good management should 
not be taken away from the utility 
operator. 

Some idea of the importance of the 
bill is indicated by the organizations rep- 
resented in opposition. Among these 
are: 

Associated Industries of Massachusetts 

Massachusetts Mutual Life Asociation 

National Association of Owners of Rail- 

road and Public Utility Securities 

Old Colony Trust Com-~ny 

Savings Banks Associa’ of Massachu- 

setts 

National Association of Mutual Savings 

Banks 

These organizations supplemented the 
public utility companies, which were all 
represented. 

After two months of hearings, the 
Committee on Light and Power of Mas- 
sachusetts decided to hold the bill over 
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to the next session of the legislature for 
further study. 

This bill is unwise. If it becomes a 
law, it will hurt business, the utilities, 
and the public. Business will be handi- 
capped by increased rates for the indus- 
tries in times of depression, and those 
‘ndustries in which the expenditure for 


power is a major item will be crippled. 
The utilities’ surpluses will be confis- 
cated, and what is more serious. their 
power of management will be destroyed. 
The public, in turn, because the best use 
of the plants of the utilities is not made 
and rate structures are not equitably ad- 
justed, will receive poorer service. 
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Telephone service, a public trust 


An Advertisement of the 
American Telephone and Telegraph Company 


Tt 


THE widespread ownership of the 
Bell Telephone System places an 
obligation on its management to 
guard the savings of its hundreds of 
thousands of stockholders. 

Its responsibility for so large a part of 
the country’s telephone service imposes 
an obligation that the service shall 
always be adequate, dependable and 
satisfactory to the user. 

The only sound policy that will meet 
these obligations is to continue to fur- 
nish the best possible service at the low- 
est cost consistent with financial safety. 

There is then in the Bell System no 





a / 


incentive to earn speculative or 
large profits. Earnings must be 
sufficient to assure the best possi- 
ble service and the financial integrity of 
the business. Anything in excess of these 
requirements goes toward extending the 
service or keeping down the rates. 

This is fundamental in the policy of 
the company. 

The Bell System’s ideal is the same 
as that of the public it serves—the most 
telephone service and the best, at the 
least cost to the user. It accepts its 
responsibility for a nation-wide telephone 
service as a public trust. 
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to pull themselves up financially 
by their own boot straps, with the 
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Some Recent Outstanding Shaw Titles 





“Harvard Business Reports” 


Volumes I, II, III, IV, and V Now Ready 
Compiled by the Graduate School of Business Administration, Harvard University 


WITH the publication of the fifth 
volume of the Harvard Business 
Reports there are now available in handy 
recorded form the pivotal precedents and 
practices established by 465 outstanding 
problems of executive business policy. 
These selected cases collected by the 
Harvard Bureau of Business Research 
present actual business situations. The 


“Advertising Fluctuations: 
Seasonal and Cyclical” 


By William L. Crum, Ph.D. 

Professor of Statistics, School of Business, 
Stanford University 
PRESENTING actual analyses of total 

advertising space in representative 
newspapers and in different classes of 
magazines, the author brings out clearly, 
for the first time, the relation between 
advertising lineage variations and general 
business conditions. You can make your 
own .analyses for any line of trade—the 
technique of handling data is carefully 
explained. For the publisher, advertising 
agency, the man with a professional inter- 
est in the significance of advertising fluc- 
tuations this new book will be of unusual 
value. 308 pages 237 charts, tables and 
graphs. Buckram binding. Net, $4 


“The Stock Market” 


By Charlies A. Dice, Ph.D] 
Consultant on Investment and Financial Prob!ems 


PLACING emphasis on what to watch 

and how to proceed this handbook ot 
“hows” for the man who trades in the 
“streets,” gives the very cream of invest- 
ment and market experience. From the 
routine of the “street” to the intricate 
forces which move the prices of stocks 
up and down this manual brings out just 
the whys and hows of market behavior 
you will want to know. 650 pages. II- 
lustrated. Buckram binding. Net, $5 


to keep them, send us payment in ful! in five days 


issues are outlined and the actual deci- 
sions are given. Moreover. numerous 
commentaries on the cases and decisions, 
prepared usually by a member of the 
School faculty, point out the significant 
aspects of the cases. These commentaries 
are of real value to business men inter- 
ested in similar questions. Each volume 
600 pages. Buckram binding. Each, $7.50 


“Investments Abroad” 


By A. Emil Davies 
President of the Redeemable Securities Trust (London) 


ODAY, with eleven billion United 

States dollars invested abroad small 
investors and large investment bankers 
can well profit from this practical chroni- 
cle of British foreign investment experi- 
ence. This timely book written especially 
for the guidance of American investors 
and business men gives a basic under- 
standing of the politico-economic prob- 
lems which English investment houses 
have faced and effectively solved for 150 
years—and which Americans now face for 
the first time. 230 pages. Illustrated. 
Buckram binding. Net, $4 


“The Iron Industry in Prosperity 


and Depression” 


By Homer B. Vanderblue, Ph.D. 
Professor of Economics, Graduate School of Business 
Administration, Harvard University 
and William L. Crum, Ph.D. 

Professor of Statistics, School of Business, 
Stanford University 


CONDITIONS in the American iron 
market for over half a century have 
served as a “barometer of trade.” The 
pivotal points to watch, the significant 
factors to consider in the analysis of this 
great industry as an aid to forecasting 
general business conditions are told in 
this fundamental book. 300 pages. Illus- 
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